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F O R E W O R D
The text of the Uniform Certified Public Accountant Examinations, prepared by 
the Board of Examiners of the American Institute of Certified Public Accountants 
and adopted by the examining boards of 50 states, the District of Columbia, Puerto 
Rico, Guam, and the Virgin Islands, are periodically published in book form. 
Unofficial answers to these examinations appear twice a year as a supplement to 
The Journal of A ccountancy. These books have been used in accounting 
courses in schools throughout the country, and have proved valuable to candidates 
for the CPA certificate.
Responding to a continuing demand, we now present a book of answers cover­
ing the period from May 1966 to November 1968. The problems and questions of 
this period appear in a separate volume which is being published simultaneously. 
It cannot be too strongly emphasized that these answers are not in any sense 
official. They represent merely the opinion of William C. Bruschi, Director of 
Examinations, and J. T. Ball, Assistant Director of Examinations, who prepared 
them for publication with the assistance of Rex Cruse, Joseph G. Gunning, Arthur 
D. Schwarz, and Doyle Z. Williams.
John Lawler, Administrative Vice President 
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Answers to Examinations, May 1966
ACCOUNTING PRACTICE— PART I
May 1 8 ,  1966; 1:30  to 6 :00  p.m.
Solution 1
1. B 11. B
2. C 12. B
3. D 13. B
4. D 14. A
5. A 15. E
6. C 16. B
7. C 17. D*
8. B 18. E
9. B 19. E
10. A 20. D
*An alternative solution would provide for claiming in 1966 the deduction for the 
preparation costs for the special spring 1966 advertising campaign. The alternative solu­
tion would be $42,500 or answer choice “C."
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4 A nswers— May, 1966
Ajar Company
ADJUSTING JOURNAL ENTRIES 
(Not Required)
(1)
Accounts receivable $37,000
Rental and service income 
Retained earnings
To adjust for year-end accounts receivable.
(2)
Provision for doubtful accounts 700
Allowance for doubtful accounts
To provide an allowance for doubtful accounts.
$10,000
27,000
700
(3)
Rental and service income
Retained earnings 
Rental deposits
To adjust for year-end rental deposits.
(4)
Interest income receivable 
Retained earnings 
Investment income
To adjust for year-end accruals.
(5)
Operating expenses
Retained earnings 
Accounts payable
To adjust for year-end accounts payable.
(6)
Prepaid insurance 
Insurance
To adjust for prepaid insurance at year end.
(7)
Administrative expense
Retained earnings
Employer payroll taxes payable
To adjust for employer’s portion of year-end payroll taxes payable.
(8)
Retained earnings 
Federal income taxes paid
To adjust for income taxes paid applicable to 1964.
6,900
2,100
2,600
1,700
8,000
16,000
500
300
25,000
9,000
1,000
1,600
9,700
16,000
800
25,000
A ccounting Practice—Part I 5
(9)
Provision for income taxes 
Income taxes payable
To record income taxes payable.
(10)
Provision for income taxes
Retained earnings 
Deferred income taxes
To adjust for deferred income taxes.
65,500
65,500
900
8,800
9,700
Computation of Liability for Income Taxes
Rental and service income 
Investment income
Total
Deduct:
Operating expenses 
Insurance
Less prepaid at year end 
Administrative expense
Taxable income
Liability for income taxes (50%)
$400,000
15,000
415,000
$200,000
$30,000
16,000 14,000
70,000 284,000
$131,000 
$ 65,500
Computation of Deferred Income Taxes
Income
Additions
(Deductions)
Applicable to
1965 Prior years
Rental deposits $(9,000) $(6,900) $(2,100)
Interest income receivable 2,600 1,600 1,000
Accounts receivable 37,000 10,000 27,000
Allowance for doubtful accounts (700) (700)
Accounts payable (9,700) (1,700) (8,000)
F.I.C.A. taxes (800) (500) (300)
Total $19,400 $ 1,800  $17,600
Deferred income taxes @ 50% $ 9,700 $ 900 $ 8,800
6 Answers—May, 1966
Solution 3
a.
Largo Manufacturing Company 
COMPUTATION OF MINIMUM BID
Materials:
X (7,000 lbs. @ salvage value)
A  (3,000 lbs. @ $.48/lb.)
B (5,000 lbs. @ $.27/lb.)
C (5,000 lbs. @ $.97/lb.)
Labor:
Regular time (1,600 hrs. ©  $3.00/hr.) 
Overtime (2,000 hrs. @ $4.50/hr.)
Burden:
Variable (3,600 hrs. ©  $.80/hr.)
Plus: Cost of performance bond*
$ 180 
1,440 
1,350
4,850 $ 7,820
$4,800
9,000 13,800
2,880
$24,500.00
247.47
$24,747.47
•L et x  =  the minimum bid that can  b e submitted 
x  =  $24,500 +  .01x 
x  =  $24,500
.99
x  =  $24,747.47
Am ount o f  the bid submitted
Less: variable material, labor and burden costs
Cost o f  the performance bond
$24,747.47
24,500.00
$ 247.47
b. Melton Manufacturing Company
COMPUTATION OF MINIMUM BID
Materials:
A (10,000 lbs. @ $.4 8/lb .)
B (5,000 lbs. ©  $.27/lb.)
C (5,000 lbs. ®  $.97/lb.)
Labor:
Regular time (3,600 hrs. @ $3.00/hr.) 
Burden:
Variable (3,600 hrs. @ $.80/hr.)
Plus: Cost of performance bond*
$4,800
1,350
4,850 $11,000
10,800
2,880
$24,680.00
249.29
$24,929.29
•L et x  =  the minimum bid that can be submitted 
x  == $24,680 +  .01x 
x  =  $24,680
.99
x  =  $24,929.2 9
Am ount o f  the bid submitted
Less: variable material, labor, burden and costs
$24,929.29
24,680.00
$  249.29
A ccounting Practice—Part I 7
Solution 4  P  Company and Subsidiary
CONSOLIDATED STATEMENT OF 
SOURCE AND APPLICATION OF FUNDS
For the Year Ended December 3 1 ,  1965
Funds were provided by:
Operations:
Consolidated net income $ 10,100
Add charges to operations not requiring working capital:
Depreciation 61,100
Other sources:
Sale of investments 101,300
Sale of land 18,800
Total funds provided during year 
Funds were applied to:
Retirement of note payable for purchase of S Company stock 78,400
Purchase of other investments 3,400
Purchase of buildings 70,000
Purchase of equipment 13,000
Retirement of bonds payable 31,900
Payment of dividends 25,400
Total funds applied during year 
Decrease in working capital
$ 71,200
120,100
191,300
222,100 
$ 30,800
P  Company and Subsidiary
SCHEDULE OF CHANGES IN WORKING CAPITAL ACCOUNTS 
For the Year Ended December 3 1 ,  1965
Changes in
Balances, December 31 Working Capital
Current assets: 1965 1964 Increase Decrease
Cash $ 55,800 $ 82,500 $ 26,700
Accounts receivable (net) 87,000 77,900 $ 9,100
Inventories (less intercompany profit) 106,000 91,200 14,800
Other receivables (net) 26,100 47,800 21,700
Total 274,900 299,400
Current liabilities:
Accounts payable (less intercompany
payable) 50,300 68,000 17,700
Notes payable (less intercompany 
note and note in payment of S
Company stock) 41,000 10,000 31,000
Dividends payable (less inter­
company payable) 1,400 1,400
Other accruals 26,700 5,300 21,400
Income taxes payable 39,000 68,800 29,800
Total 158,400 152,100 71,400 102,200
Working capital
Decrease in working capital
$116,500 $147,300
30,800
$102,200 $102,200
8 A nswers— May, 1966
Consolidated Net Income from Operations
Combined net income per books
Add: Loss on demolition of building $ 5,400
Penalty for early bond retirement 1,900
Total
Less: Gain on sale of investments 15,900
Gain on sale of land 8,300
Intercompany dividend (90% of $14,000) 12,600
Intercompany profit in inventory* 5,000
Consolidated net income from operations
*An alternative solution would allocate the gross profit on 
intercompany sales included in inventories at year end to 
minority interests.
Depreciation
Accumulated depreciation, December 3 1 ,  1965 
Accumulated depreciation, December 3 1 ,  1964
Difference
Add accumulated depreciation for demolished warehouse 
Charges for depreciation for 1965
Other Investments
Balance, December 3 1 ,  1964
Balance, December 3 1 ,  1965 
Difference
Investments sold
Difference, investments purchased
$ 44,600
7,300
51,900
41,800
$ 10,100
$120,100
72,500 
47,600
13,500
$ 61,100
$126,200
44,200
82,000
85,400
$ 3,400
Accounts Receivable 1965 1964
Account balances $113,900 $85,700
Less intercompany receivable 18,500
Total 95,400 85,700
Allowance for bad debts 8,400 7,800
Accounts receivable (net) $ 87,000 $77,900
Other Receivables
Account balance $63,700
Intercompany dividend receivable (90% of $14,000) 12,600
Total 51,100
Intercompany note receivable 25,000
Other receivables (net) $26,100
Buildings
Balance, December 3 1 ,  1965 $222,800
Balance, December 3 1 ,  1964 171,700
Difference 51,100
Add cost of demolished warehouse 18,900
Buildings purchased during year $ 70,000
A ccounting Practice—Part I 9
Solution 5
King Wholesale Corporation 
COMPUTATION OF INVENTORY FIRE LOSS
a. April 1 5 ,  1966
Inventory, 1 /1 /66
Purchases, 1/1— 3/31/66
April merchandise shipments paid
Unrecorded purchases on account
$ 50,000 
42,000 
2,000 
8,500
Total
Less: Shipments in transit
Merchandise returned
$ 1,300 
450
102,500
1,750
Merchandise available for sale
Less estimated cost of sales:
Sales, 1/1— 3/31/66
Sales, 4 /1 —4/15/66:
Receivables acknowledged at 4 /15 /66  
Estimated receivables not acknowledged
$26,400
5,000
90,400
100,750
Total
Add collections, 4 /1 —4 /1 5 /6 6
31,400
10,200
Total
Less receivables, 3 /31 /66
41,600
27,000 14,600
Total sales
Less gross profit @ 45%
105,000
47,250 57,750
Estimated merchandise inventory
Less sale of salvaged inventory
43,000
3,000
Inventory fire loss $ 40,000
Computation of Gross Profit Margin
Net sales, 1964 $300,000
Net sales, 1965 400,000
Total net sales 700,000
Beginning inventory $ 35,000
Net purchases, 1964 174,000
Net purchases, 1965 226,000
Total 435,000
Less ending inventory 50,000 385,000
Gross profit $315,000
Gross profit ratio 45%
10 Answers—May, 1966
b. COMPUTATION OF PRO RATA INVENTORY
FERE LOSS CLAIMS
Insur­
ance
Com­
pany
Insur­
ance
Carried
Pay­
ment
Ratio
Pro
Rata
Claims
Coin­
surance
Coverage
Required Loss
A 80% $64,000 $30,000 30/64 $48,000 $22,500
B 70% 56,000 20,000 20/60 48,000 16,000
C None — 10,000 10/60 48,000 8,000
$60,000 $46,500
ACCOUNTING PRACTICE— PART I 
May 1 9 ,  1966; 1 :30 to 6 :00  p.m.
Solution 1
a. Morton, Olson and Parker
COMPUTATION OF CASH AVAILABLE FOR DISTRIBUTION 
at December 3 1 ,  1965
Principal payments:
September 30 
December 31
Interest payments:
September 30 (8% X ¼  X $120,000) 
December 31 (8% X ¼ X $108,000)
Lump-sum principal reduction payment 
Penalty (2% X $10,000)
Total
Less: Collection expenses 
Working capital fund 
Cash available for distribution
$2,000
2,000 $ 4,000
2,400
2,160 4,560
10,000
200 10,200
18,760
70
150 220
$18,540
11
12
b. PROPOSED DISTRIBUTION OF CASH TO PARTNERS
A nswers— May, 1966
Schedule o f Priority for Cash Distribution
Norton Olson Parker
Capital invested $55,500 $32,000 $12,500
Profit-sharing ratio 4 2 1
(1)
Capital per unit o f profit-sharing ratio
First $4,250 to Olson ($2,125 X 2)
$13,875 $16,000
2,125
$12,500
(2) Next $8,250 [$1,375 X  (4 +  2 )]  to Norton and 
Olson in 4:2 ratio 1,375
13,875
1,375
(3) Since capital accounts are in profit-sharing ratio,
balance of distributions will be made in 4:2:1 ratio. $12,500 $12,500 $12,500
Schedule of Cash Distribution
Total Norton Olson Parker
(1) First $4,250 to Olson
(2 ) Next $8,250 to Norton and Olson
$ 4,250 
8,250 $ 5,500
$ 4,250 
2,750
(3) Next $157,500 in profit-sharing ratio of 
4:2:1 157,500 90,000 45,000 $22,500
Total cash distribution $170,000 $95,500 $52,000 $22,500
A ccounting Practice—Part II 13
Solution 2
Liquidor Corporation
COMPUTATION OF ESTIMATED LIQUIDATING VALUE 
OF COMMON STOCK 
July 1 ,  1966
Stockholders' equity at December 3 1 ,  1965:
Preferred stock $ 50,000
Common stock 100,000
Capital contributed in excess of par value 60,000
Retained earnings 217,500
Treasury stock (25,000)
Total 402,500
Add deferred income taxes 20,000
Total
Transactions and adjustments for period, January 1 - July 1, 1966: 
Adjustment for preferred stock dividends:
Dividends in arrears $ 3,000
Dividends for 1966 1,500
422,500
4,500
Total
Nontaxable gains and losses:
Sale of research and development data
418,000
Book value, machinery and equipment $290,000
Less sales price 218,000
Total
Transactions subject to income taxes:
Sale of inventories 180,000
Less book value 150,000
Cash operating expenses 55,000
Insurance premium amortization 2,800
Loss for period
300,000
72,000 228,000
646,000
30,000
Less income taxes refundable @ 50%
Total estimated liquidating value
Common stock outstanding:
Shares issued 
Less treasury shares 
Total
Add shares issued on conversion of preferred stock 
Total shares participating in liquidation
57,800
27,800
13,900 13,900
$632,100
20,000
1,000
19,000
2,000
21,000
Estimated liquidating value per share of common stock $ 30.10
14 Answers— May, 1966
Solution 3
Abner and Cora Akins
COMPUTATION OF TOTAL TAXES PAYABLE 
For the Year Ended December 3 1 ,  1965
Net operating income from business
Less: Inventory fire loss $10,120
Additional depreciation allowable 720
Total
Add other income:
General Motors Corporation dividends 1,090
Less dividend exclusion 200
Total 890
Interest on savings accounts 75
Net capital gains 1,875
Total income
Deductions:
Contributions (30% of $20,000) 6,000
Drugs and medicine—Mary Smith 250
Medical expenses—Mary Smith 1,100
Medical expenses—Akins family
[$900 —  .03 ($20,000)] 300
Real estate taxes 1,775
Casualty loss—auto collision $900
Less limitation 100 800
Investment service subscription 175
Total
Exemptions (3 X  $600)
2,840
20,000
Taxable income 
Income tax at 25%
Less investment credit (7% X  2 /3  X $6,320) 
Total income tax
Self-employment tax (5.4% X  $4,800)
Total taxes
Payments on estimated tax 
Total taxes payable
$28,000
10,840
17,160
10,400
9,600
1,800
$7,800
$1,950.00
294.93
1,655.07
259.20
1,914.27
1,500.00
$ 414.27
Accounting Practice—Part II 15
Computation of Additional Depreciation Allowable
Book value of truck traded-in $1,120
Additional cash paid 5,200
Basis of new truck $6,320
Additional first-year depreciation (20% X $5,200) 1,040
Straight-line depreciation (1 /6  X $5,280) 880
Total depreciation allowable 1,920
Less depreciation claimed (1 /6  X $7,200) 1,200
Additional depreciation allowable $ 720
Computation of Net Capital Gains
Long-term capital gains—State Turnpike bonds $ 300
Future store site 4,000 $4,300
Unused long-term capital loss carryover ($2,750 —  $1,000) 1,750
Net long-term capital gain $2,550
Taxable—50% thereof $1,275
Short-term capital gain—Ito Corp. stock 600
Net capital gains $1,875
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Solution 5
John Rich
COMPUTATION OF TOTAL CASH 
INVESTMENT IN PARKING
FLOW FOR
LOT
Revenues $44,000
Cash expenses:
Rent (12 X  $1,000) $12,000
Other 8,500 20,500
Net cash flow before taxes 23,500 $ 23,500
Amortization of leasehold ($90,000 ÷  10) 9,000
Depreciation of shelter ($10,000 ÷  10) 1,000 10,000
Taxable income $13,500
Income tax at 60% rate 8,100
Net cash flow after income taxes 15,400
Annuity factor for 10 years at 4% 12.006
Total cash flow $184,892
John Rich
COMPUTATION OF TOTAL CASH FLOW FOR 
INVESTMENT IN OIL WELL
Oil runs $20,000
Cash expenses 8,250
Net cash flow before taxes 11,750 $11,750
Depletion (27½ % X $20,000) 5,500
Taxable income $ 6,250
Income tax at 60% rate 3,750
Net cash flow after taxes 8,000
Annuity factor for 10 years at 4% 12.006
Total cash flow from operations for
10-year period
Sale of interest at end of 10 years:
Selling price $65,000 $65,000
Cost $100,000
Less depletion (10 X  $5,500) 55,000
Basis 45,000
Long-term capital gain $20,000
Income tax at 25% 5,000
Cash flow from sale
Total cash flow $156,048
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Solution 6   
a. City of Daltonville
ADJUSTING AND CLOSING JOURNAL ENTRIES 
GENERAL FUND
(1)
Estimated losses—prior year taxes receivable $ 1,100
Unappropriated surplus
To reduce balance of estimated losses on prior year taxes re­
ceivable to amount of receivables of $4,000.
(2)
Current operating supplies inventory 6,500
Unappropriated surplus 6,500
Expenditures
Reserve for supplies inventory
To record current operating supplies inventory at December 
31, 1965 and to record a reservation of surplus in the amount 
of the inventory.
(3)
Unappropriated surplus 4,400
Reserve for encumbrances of prior years
To record purchase orders outstanding at December 31, 1964.
(4)
Expenditures chargeable to reserve for encumbrances of prior year 4,700 
Expenditures
To reclassify purchases of supplies chargeable to 1964 appro­
priations.
(5)
Encumbrances 5,300
Reserve for encumbrances
To record encumbering of appropriations for purchase orders 
outstanding at year end.
(6)
Special Assessment Bonds payable 50,000
Due to Special Assessment Fund
To record liability to Special Assessment Fund for cash ob­
tained from sale of Special Assessment Bonds and mingled 
with General Fund cash.
(7)
Revenues 10,900
Tax anticipation notes payable 
Due to Water Utility Fund
To record tax anticipation notes payable and liability to Water 
Utility Fund for funds obtained from sale of scrap iron.
$ 1,100
6,500
6,500
4,400
4,700
5,300
50,000
10,000
900
20
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Appropriations
Expenditures
Building addition constructed 
Serial bonds paid 
Encumbrances 
Unappropriated surplus
To close 1965 expenditures accounts.
(9)
Revenues
Unappropriated surplus 
Estimated revenues
To close 1965 revenue accounts.
(10)
Reserve for encumbrances of prior years
Unappropriated surplus
Expenditures chargeable to reserve for encumbrances of 
prior years
To close 1964 reserve for encumbrances and the related 
expenditure account.
174,000
128,800
25,000
8,000
5,300
6,900
166,100
13,900
180,000
4,400
300
4,700
b. ADJUSTING JOURNAL ENTRIES
GENERAL FIXED ASSETS
Structures and improvements $25,000
Investment in fixed assets from current revenues $25,000
To record cost of addition to municipal building financed from 
current revenues.
GENERAL BONDED DEBT AND INTEREST
Bonds payable $8,000
Interest payable in future years 3,800
Amount to be provided for retirement of bonds 
Amount to be provided for payment of interest
To reduce bond liability by the amount of the bonds matured 
and to reduce the amount to be provided for interest in 
future years.
$8,000
3,800
SPECIAL ASSESSMENT FUND
(1)
Improvement authorized $50,000
Appropriations $50,000
To record the authorization of the project in the (minimum) 
amount of $50,000.
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(2)
Due from General Fund 50,000
Bonds payable
To record receivable due from General Fund for cash obtained 
from sale of Special Assessment Bonds.
WATER UTILITY FUND
Due from General Fund $900
Other revenues
To record receivable from General Fund for cash obtained 
from sale of scrap iron.
50,000
$900
AUDITING
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Answer 1
a. The examination of notes receivable arising from equipment sales and the 
interest thereupon must result in evidence that the notes receivable and ac­
crued interest represent existing obligations owed to the client on December 31 
(existence); that the notes receivable and interest will be collectible at their 
stated value (valuation); that the notes are presented properly on the balance 
sheet (classification and disclosure); and that all transactions for new notes 
received, notes collected, and accrued interest are recorded in the proper period 
(cutoff). Therefore, the assistant should perform the following additional audit 
procedures:
1. Inspect each note document on hand in the immediate presence of the 
custodian (from whom a receipt should be obtained for the return of the 
notes) in order to check its amount, maker, issue date, due date, interest 
rate, and collateral; and to determine whether the client is its payee or 
endorsee.
2. Confirm positively not only the amounts of all the outstanding notes but 
also the interest rate, date, due date, and collateral on the notes. Reconcile 
reply differences and follow up on notes for which no replies are received.
3. For all notes not paid by the date of the field work, evaluate the value of 
the collateral and the likelihood that the maker (especially if the client is 
the endorsee of the customer) will pay the note when due for the purpose 
of determining the adequacy of the allowance for bad debts. Compare the 
result with past experience.
4. On a test basis examine the original documents (agreement to purchase, 
shipping documents, and invoice copy) for sales upon which notes are 
outstanding and sales upon which notes were received and collected or 
written off (check for proper authorization). Cross-check unusual vari­
ations in the terms of agreement to observe that the client and customer 
adhered to them. This phase of the examination and the examination of 
original documents before and after the year end to establish a cutoff 
should be done in connection with the examination of the inventory (if 
Hillsboro maintains one).
5. Test the balance of the accrued interest receivable account by applying 
the data concerning interest rates and interest collections to the notes re­
ceivable balance.
22
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6. Inquire of management regarding policies, agreements, and unusual trans­
actions. Obtain a representation letter covering the validity of the notes, 
contingent liabilities, adequacy of the allowance for bad debts, the pledging 
of notes as collateral to liabilities, and other material matters concerning 
other phases of the audit.
7. Make an over-all evaluation of the validity of the accounts, using known 
ratios where possible.
8. Significant amounts of notes from customers controlled by officers or from 
customers that are subsidiaries should be treated apart from other notes; 
verify that repayments of such notes are bona fide by seeing that checks 
were deposited promptly and that notes are not renewed shortly after the 
year end.
b. If fraud and misappropriation are eliminated, notes not on hand but carried 
as outstanding on December 31 could be
1. At the cashier’s desk to be mailed for collection. Examine, count and list 
notes on hand.
2. Out for collection with an agent but not yet collected. Confirm with the 
collection agent, usually the bank.
3. Pledged as collateral and hence in the hands of a lender. Discuss with 
management, examine loan agreement, and confirm with lender (if not 
already done).
4. Discounted and hence in the hands of a lender. Trace the proceeds to cash 
receipts and into bank account. Check to see if an account for discounted 
notes receivable has been established. Confirm with lender in order to de­
termine whether a contingent liability still exists (because the note is not 
due yet) or whether a current liability has resulted from nonpayment of 
the note and presentation of a notice of protest to Hillsboro.
5. Collected directly from the maker already (between the year end and 
the date of document inspection) by the Company and hence in the hands 
of the maker. Trace collection to cash receipts and into bank account, and 
examine confirmation from maker for a statement that the note has been 
paid even though it was outstanding at December 31 (if not already done).
6. Collected already by the bank and the proceeds deposited in the bank 
account but not recorded on the books. The note would be in the mail to 
or in the hands of the maker. Examine cutoff bank statement or the 
auditor’s proof of cash, and examine the confirmation from the maker for 
a statement that the note has been paid even though it was outstanding at 
December 31 (if not already done).
7. In the hands of the maker if the note was canceled because the equipment 
purchased by the maker was returned. Examine confirmation for a state­
ment that the equipment purchased has been returned. Verify the return 
by checking the reconciliation of the physical and book inventories.
8. The result of a posting error in the journal and control account. Foot and 
compare with agreements to purchase, correspondence and other original 
documents. Examine confirmations for a statement that the amount of a 
note has been overstated (if not already done).
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Answer 2
a. The objectives of the CPA’s examination of the Investment account are to 
determine that
1. The securities recorded actually exist.
2. The securities are owned by the client and are under his positive control.
3. The securities have been valued in accordance with generally accepted ac­
counting principles and properly classified for reporting purposes with 
adequate disclosure of any material matters such as pledging of the securi­
ties.
4. The system of internal control satisfactorily provides for a separation of 
duties pertaining to the securities: authorization of transactions, custody 
of securities, and accounting for transactions, custody and income.
5. All income from investments and all gains and losses from investment 
transactions have been properly accounted for.
6. No major fraud or irregularity exists affecting the investments or related 
income.
b. The CPA would accept a confirmation of the securities on hand from the 
custodian in lieu of his personal inspection and count of the securities after he 
had investigated and satisfied himself as to the standing of the custodian. The 
CPA would probably be satisfied if he found the custodian to be a well-known, 
reliable financial institution, completely independent of the client and with re­
sources substantially larger in amount than the securities of the CPA’s client 
that are on deposit.
Furthermore, to be acceptable as accounting evidence, the CPA would re­
quire that the confirmation be delivered directly to him by the custodian 
without passing through the client’s hands. The confirmation should contain 
a statement to the effect that securities were the property of the depositor 
on a specified date. In his examination of the investment account and the cus­
todian’s detailed statements, the CPA would expect to find few, if any, errors 
made by the custodian; the discovery of errors on the part of the custodian 
would cast serious doubt on the reliability of the confirmation.
c. The CPA would recommend that full disclosure be made in a footnote of the 
sale and repurchase of the securities so that readers of the financial statements 
will have adequate information to compare the current report with reports 
for prior years.
The net gain on the securities transactions after giving effect to related 
income taxes would be reported in the income statement on a separate line 
after the results of operations for the year. The loss on operations for the year 
and related income tax effect must be clearly set forth in the income state­
ment so that readers can make meaningful comparisons with prior years.
The securities should be reported in the balance sheet at their new cost or 
repurchase price. The sale of the securities resulted in cash that could have 
been used to purchase other securities or in other ways. That management had 
planned to repurchase the same securities does not alter the fact that alterna­
tive uses for the cash existed. If the cash had been used to buy other securities,
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these new securities would have been recorded at their cost, the cash expended 
to acquire them. The same treatment should be accorded to the actual trans­
actions.
If the sales and repurchases were bona fide arm’s length transactions and 
disclosure was made to the satisfaction of the CPA, no reason exists for the 
CPA to render an opinion other than an unqualified one.
Answer 3
1. The state government’s approval of a plan for the construction of an express 
highway would have come to the CPA’s attention through his inquiries of 
officers and key personnel, his examination of the minutes of the meetings of 
the board of directors and stockholders, and his reading of local newspapers. 
The details of the item would not have to be disclosed as a separate footnote 
because all fixed assets of the Corporation, including the right to the condem­
nation award, were to be sold as of March 1, 1966.
2. It is improbable that the CPA would learn the source of the $25,000 unless 
it were revealed in a discussion with the president or his personal accountant, 
or unless the auditor prepared the president’s personal income tax return, in 
which case the interest charges would have led to his investigation of the use 
to which the funds were put. Setting out the loan in the balance sheet as a loan 
from an officer would be sufficient disclosure. The source from which the 
officer obtained the funds would not be disclosed because it is the officer’s 
personal business and has no effect upon the Corporation’s financial statements. 
Indeed, disclosure of the funds' source might be construed as detrimental to the 
officer.
3. The additional liability for the ore shipment would have been revealed to the 
CPA in his scanning of January transactions. His regular examination of 1965 
transactions and related documents such as purchase contracts would have 
caused him to note the item for subsequent followup to determine the final 
liability. In addition, the client’s letter of representation might have men­
tioned the potential liability. The item would not require separate disclosure 
by footnote or otherwise and would be handled by adjusting the financial state­
ment amounts for purchases, ending raw material inventory, and accounts pay­
able by the amount of the additional charge, $9,064.
4. The CPA might learn of the agreement to purchase the treasurer’s stock 
ownership through his inquiries of management and legal counsel, examination 
of the minutes of the meetings of the board of directors and stockholders and 
subsequent reading of the agreement. The absence of the treasurer might also 
arouse the CPA’s curiosity. The details of the agreement would be disclosed 
in a footnote because the use of Company cash for the repurchase of stock 
and the change in the amount of stock held by stockholders might have a heavy 
impact on subsequent years’ financial statements. Usually a management 
change, such as the treasurer’s resignation, does not require disclosure in the 
financial statements. The details underlying the separation (personal disagree­
ments and divorce) should not be disclosed because they are personal matters.
5. Through inquiries of management, review of financial statements for January,
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scanning of transactions, and observations, the CPA would learn of the re­
duced sales and of the strike. Disclosure would not be made in the financial 
statements of these conditions because such disclosure might create doubt as 
to the reasons therefor and misleading inferences might be drawn.
6. The contract with Mammoth Industries would come to the CPA’s attention 
through his inquiries of management and legal counsel, his reading of the 
minutes of the meetings of the board of directors and stockholders, and his 
examination of the contract. All important details of the contract should be 
disclosed in a footnote because of the great effect upon the Corporation’s 
future. The factors contributing to the entry into the contract need not be 
disclosed in the statements; while they might be of interest to readers, they 
are by no means essential to make the statements not misleading.
Answer 4
a. Accounting controls comprise the plan of organization and all methods and 
procedures that are concerned mainly with, and relate directly to, safeguard­
ing of assets and the reliability of the financial records. Administrative controls, 
on the other hand, comprise the plan of organization and all methods and 
procedures that are concerned mainly with operational efficiency and ad­
herence to managerial policies; they usually relate only indirectly to the finan­
cial records.
Accounting controls generally include the systems of authorization and ap­
proval, separation of duties concerned with record keeping and accounting 
reports from those concerned with operations or asset custody, physical con­
trols over assets, and internal auditing. Administrative controls, on the other 
hand, generally include performance reports, quality controls, employee train­
ing programs, motion and time studies, and statistical analyses.
b. The essential features of a sound system of accounting control are
1. A plan of organization that provides appropriate segregation of functional 
responsibilities.
2. A system of authorization and record procedures adequate to provide 
reasonable accounting control over assets, liabilities, revenues and expenses.
3. Sound practices to be followed in performance of duties and functions of 
each of the organizational departments.
4. Personnel of a quality commensurate with responsibilities.
c. The auditor is concerned about the separation of the operating custodianship, 
financial custodianship, and controllership functions because it affects his evalu­
ation of the system of internal control. Generally accepted auditing standards 
call for an evaluation of the system of external control by the auditor in order 
for him to be able to express an opinion on the fairness of the financial state­
ments. In addition, the auditor’s evaluation of the system serves as a basis for 
determining the extent of the auditing procedures to be applied in the examina­
tion of the financial statements. When the functions are separated, each oper­
ates as a check on the other two and extended procedures are unnecessary. 
When the functions are not separated, the records and financial statements are
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more vulnerable to error and extended procedures are necessary. Extended 
auditing procedures, however, are regarded as less satisfactory than ordinary 
procedures performed in reliance on adequate controls, and hence the sepa­
ration of functions, whenever possible, is regarded as essential by the auditor.
The auditor also generally regards the separation as essential because it in­
volves several persons in every transaction dealing with resources and, hence, 
makes an improper manipulation of the assets of the corporation very difficult 
without collusion.
Answer 5
a. It is normally the function of an attorney or title company personnel to ex­
amine public records wherein are recorded transactions involving conveyances 
of title, judgment, liens, mortgages, assessments, etc. to obtain conclusive evi­
dence of clear title to real property. Nevertheless the CPA may satisfy himself 
as to the physical existence of land and prima facie evidence of title thereto 
by the following audit procedures:
1. Compare descriptions of the landholdings as set forth in available docu­
ments such as maps, deeds, abstracts of deed, title guarantee policies, real 
estate tax bills, mortgage deeds and liability insurance policies.
2. Examine minutes of the meetings of the board of directors for approval o f  
the purchase.
3. Inspect contracts, closing statements, invoices and paid checks pertaining 
to the purchases of the land.
4. Vouch accounting evidence supporting current expenditures such as liability 
insurance premiums, real estate tax payments, payments to mortgagees, 
etc., which are evidence of continuing ownership.
5. Additional indications of continuing ownership may be inferred from ex­
istence of leases and receipt of rents from tenant farmers, use and oc­
cupancy of premises on the tracts without expenditures for rent, and con­
tinuing sales efforts to sell plots of ground.
6. In effect the tracts of ground are the Corporation’s inventory; therefore, 
certain inventory audit procedures should be applied to determine which 
lots have not been sold. Obtain copies of the client’s development maps 
showing the subdivision of the tracts into building lots, etc. Physically 
inspect the tracts and note those lots showing evidence of building ac­
tivity, which is a strong indication that the lots have been sold. The physical 
inspection should also include an evaluation of the reasonableness of the 
over-all tract sizes in relation to the tract descriptions contained in the 
deeds and other documents examined in procedure #1 above.
Examine accounting evidence supporting individual lot sales. This 
evidence may be in the form of sales contracts, cash receipts, correspon­
dence, etc. Close attention should be given to closing dates, which are the 
counterparts to cut-off dates in the typical inventory audit. Reconcile the 
lot sales determined from physical observation with the sales determined 
from accounting evidence.
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7. Request a letter from the client's attorney setting forth his opinion as to 
the validity of the client’s title to the tracts and describing any conveyance 
or encumbrances of the properties.
8. Upon completion of the foregoing audit procedures, he would consider the 
need for having independent title searches made by an attorney or qualified 
title searchers.
b. 1. Although the CPA’s audit report typically covers both the balance sheet 
and the statement of income and retained earnings, generally accepted 
auditing standards do not preclude the CPA’s expressing an opinion on 
only one of the two statements.
To render an opinion solely on the balance sheet, however, the CPA’s 
audit procedures would have to be nearly as extensive as when his opinion 
covered both statements. For example, he would have to examine cost 
accumulations to determine that the inventory was properly valued and 
expenses to determine there were no additional liabilities or capital items 
charged to expense.
If the scope of the CPA’s examination was not limited in any way and 
he had satisfied himself as to the fairness of presentation, the CPA could 
render an unqualified opinion on the balance sheet. The opinion would be 
appropriately worded to limit its coverage to the balance sheet.
In the case of the Terra Land Development Corporation the excep­
tionally large travel and entertainment expenses may be questioned by 
the income tax authorities and disallowed in part. The CPA, therefore, 
may believe that he cannot render an unqualified opinion on the balance 
sheet unless the computation of the liability for income taxes is based on 
a reasonable income tax deduction for travel and entertainment expenses.
b. 2. With regard to the president’s threat to remove the income statement, the 
auditor should point out the following to him: When the auditor’s report 
has been delivered to the client he may distribute it to whomever he wishes. 
It is expected, however, that the client will not revise the report or omit 
schedules or other items of informative disclosure that are an integral part 
of the report. Revisions of the report without permission of the auditor may 
be construed as forgery. The intentional omission of important schedules or 
other important items by the client from the auditor’s report would be a 
violation of the professional relationship between the client and the auditor 
and may be looked upon as the perpetration of a fraud where readers have 
unwittingly relied upon the statements and have suffered loss as a result.
In addition to making himself vulnerable to legal charges for removing 
the income statement from the auditor’s report, the client will surely have 
his action questioned by the mortgagees and other readers of the report. 
Inasmuch as the auditor’s opinion contains references to the results of 
operations and the income statement, readers of the report would at once 
become aware of the absence of the statement and ask the client for an 
explanation which would undoubtedly result in personal embarrassment 
and loss of business reputation.
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Answer 6
Renken Company
SUGGESTED ADJUSTMENTS TO PHYSICAL INVENTORY, 
FINISHED GOODS INVENTORY CONTROL ACCOUNT, 
AND TABULATING DEPARTMENT’S DETAIL OF INVENTORY 
December 3 1 ,  1965
Physical
Inventory
General
Ledger
Control
Account
Tabulating 
Department's 
Detail of 
Inventory
Balance per client
To correct daily summary for invoice #1301  
Production report for 12/15/65 processed twice 
Error in pricing invoice #1423
$331,400 $373,900
(500)
(600)
$392,300
(23,900)
Error in billing invoice #1504
Error in removal of unsalable units
(800) (800)
4,400
January production recorded in December 
December 31 shipment to Ken’s Market, Inc. 
Omission from Chicago warehouse inventory
(900)
2,100
(7,500) (7,500)
December shipments billed in January 
Omission from St. Louis warehouse inventory 
Omission from Chicago warehouse inventory
700
30,000
(1,200) (1,200)
Adjusted balance $363,300 $363,300 $363,300
Answer 7
a. The large number of accounts suggests that the CPA might consider refining 
his audit program by adopting statistical sampling techniques. The billing cycle 
division selected for audit should be a division that has a billing date that 
coincides with the completion of the audit procedures. Audit control should be 
maintained over the division’s account cards and sales tickets until the com­
pletion of the audit procedures. After an evaluation of the system of internal 
control the following audit procedures would be applied to the accounts com­
prising one billing cycle division:
1. For selected groups of microfilmed sales tickets trace the data on the sales 
tickets to the customers’ account cards or, if the tickets have not yet been 
posted to the account cards, to the original sales tickets filed in anticipation 
of the cycle billing date. Determine that all used and unused sales ticket 
numbers are accounted for.
2. Inspect groups of sales tickets for genuineness, noting the presence of cus­
tomers’ signatures. Check the arithmetic of the tickets, and compare unit 
sales prices to authoritative sources of price information.
3. Foot the daily sales tapes and trace the totals to the billing cycle control 
account.
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4. Foot the billing cycle control account. Investigate any unusual entries 
in the cycle control account. Examine the entries transferring in and out 
of the cycle control account the amounts of misfiled sales tickets.
5. Total the balances on the individual customer account cards in the cycle 
division under audit and compare with the cycle control account. Investigate 
any unusual entries on the cards. Determine if collection efforts are being 
made for overdue accounts.
6. Compare the posting of the data on the sales tickets to the statements and 
account cards. Compare the total of the postings accumulated in the billing 
machine register with the total predetermined from a summary of the daily 
tapes of the sales tickets.
7. Negative confirmation requests should be prepared for an appropriate 
number of accounts and should be mailed with the statements and sales 
tickets under the control of the auditor. In the process of selecting ac­
counts for confirmation request purposes, bring to the attention of a reli­
able authority any accounts with balances in excess of the $300 limitation 
on account balances. Positive confirmation requests should be sent for se­
lected accounts such as accounts with larger balances, with credit balances, 
some delinquent accounts and some accounts written off during the year 
as uncollectible.
b. The following audit procedures would be applied by a CPA to satisfy himself 
as to the reasonableness of the total balance of accounts receivable at January 
31, 1966:
1. Review activity in the general ledger account for the year and investi­
gate the propriety of unusual transactions, especially those that come from 
sources other than the sales or cash receipts books. Foot the account for 
the year.
2. For the billing cycle division audited in part “a,” review for reasonableness 
the transactions from the billing date to January 31. Trace the unposted 
sales tickets in a selected group of customer account files to the daily sales 
tapes. Foot the daily tapes of the sales tickets and trace their posting to the 
control account. Examine the sales tickets to determine that a proper cut-off 
of sales has been made.
3. Scan for reasonableness the control accounts for the billing cycle divisions 
other than the division audited in part “a.” Add together the cycle con­
trol account balances for agreement with the general ledger control account.
4. If the detailed review of the billing cycle division audited in part “a” dis­
closed many accounts with credit balances, consider the need for request­
ing the client to prepare a list of accounts with credit balances for your 
audit purposes and for reclassification purposes.
Answer 8
a. Auditing “around" the computer generally refers to examinations of trans­
actions in which a representative sample of transactions is traced from the orig­
inal source documents, perhaps through existing intermediate records in hard 
copy, to output reports or records, or from reports back to source documents.
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Little or no attempt is made to audit the computer program or procedures em­
ployed by the computer to process the data. This audit approach is based on 
the premise that the method of processing data is irrelevant as long as the 
results can be traced back to the input of data and the input can be validated. 
If the sample of transactions has been handled correctly, then the system out­
puts can be considered to be correct within a satisfactory degree of confidence.
b. The CPA would decide to audit “through” the computer instead of “around” 
the computer (1) when the computer applications become complex or (2) 
when audit trails become partly obscured and external evidence is not avail­
able.
Auditing “around” the computer would be inappropriate and inefficient in 
the examination of transactions when the major portion of the internal con­
trol system is embodied in the EDP system and when accounting information 
is intermixed with operating information in a computer program that is too 
complex to permit the ready identification of data inputs and outputs. Auditing 
“around” the computer will also be ineffective if the sample of transactions 
selected for auditing does not cover unusual transactions that require special 
treatment.
The account balance portion of the auditor’s examination, however, is af­
fected much less by computer systems since they generally print out the 
details of account balances and because of the availability of external evidence 
that will be accumulated. Hence auditing “around” the computer can be 
accomplished more easily in the account balance portion of the auditor’s 
examination than in the examination of transactions. The “through” approach 
can provide direct assurances as to the functioning of the system and it affords 
the opportunity to use more precise auditing techniques. Auditing through the 
computer is particularly advantageous for auditing on-line and/or fully in­
tegrated systems.
c. 1. A “test deck” is usually a set of data in the form of punched cards or mag­
netic tape representing a full range of simulated transactions, some 
of which may be erroneous, to test the effectiveness of the programmed 
controls and to ascertain how transactions would be handled (accepted 
or rejected) and if accepted, the effect they would have on the accumu­
lated accounting data.
2. The auditor may use test decks to gain a better understanding of what 
the data processing system does, and to check its conformity to desired ob­
jectives. Test data may be used to test the accuracy of program ming by 
comparing computer results with results predetermined manually. Test data 
may also be used to determine whether or not errors can occur without 
observation and thus test the system’s ability to detect noncompliance with 
prescribed procedures and methods. Assurance is provided by the fact 
that if one transaction of a given type passes a test, then all transactions 
containing the identical test characteristics will—if the appropriate control 
features are functioning—pass the same test. Accordingly, the volume of 
test transactions of a given type is not important
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d. In addition to actually observing the processing of data by the client, the CPA 
can satisfy himself that the computer program tapes presented to him are 
actually being used by the client to process its accounting data by requesting 
the program on a surprise basis from the EDP librarian and using it to process 
a test deck.
The CPA may also request, on a surprise basis, that the program be left 
in the computer at the completion of processing data so that he can use the 
program to process his test data. This procedure may reveal computer operator 
intervention. It also insures that a current version of the program is being 
audited, an important procedure in computer installations newly installed and 
undergoing many program changes. To gain further assurance about this 
matter, the CPA should inquire into the client’s procedures and controls for 
making program changes and erasing superseded program tapes, and should 
examine log tapes where available.
COMMERCIAL LAW 
May 2 0 ,  1966; 8:30  a.m. to 12 m.
Answer 1
1. True 16. False 31. True 46. True
2. True 17. True 32. True 47. True
3. True 18. False 33. False 48. True
4. False 19. True 34. True 49. False
5. False 20. False 35. True 50. True
6. False 21. False 36. False 51. Fake
7. False 22. True 37. True 52. False
8. True 23. False 38. True 53. True
9. True 24. True 39. True 54. True
10. False 25. False 40. True 55. True
11. False 26. True 41. True 56. True
12. True 27. True 42. False 57. Fake
13. False 28. False 43. True 58. Fake
14. True 29. False 44. False 59. Fake
15. False 30. False 45. True 60. Fake
Answer 2
61. True 76. True 91. True 106. True
62. Fake 77. True 92. Fake 107. Fake
63. True 78. True 93. False 108. Fake
64. True 79. True 94. Fake 109. Fake
65. True 80. True 95. True 110. True
66. True 81. False 96. True 111. True
67. False 82. False 97. False 112. True
68. False 83. True 98. False 113. False
69. False 84. True 99. Fake 114. Fake
70. True 85. True 100. True 115. False
71. Fake 86. False 101. Fake 116. True
72. True 87. False 102. True 117. True
73. Fake 88. True 103. True 118. Fake
74. True 89. Fake 104. False 119. True
75. Fake 90. Fake 105. True 120. Fake
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Answer 3
121. False 136. True 151. True 166. False
122. False 137. True 152. True 167. True
123. True 138. True 153. True 168. True
124. True 139. False 154. True 169. False
125. False 140. True 155. True 170. True
126. True 141. False 156. False 171. False
127. True 142. True 157. False 172. True
128. False 143. False 158. False 173. True
129. True 144. False 159. False 174. True
130. False 145. True 160. False 175. True
131. True 146. True 161. True 176. True
132. False 147. True 162. False 177. False
133. False 148. False 163. True 178. False
134. False 149. False 164. False 179. False
135. True 150. False 165. False 180. False
Answer 4
a. The suretyship relationship is that relationship which exists where one person 
(the principal debtor) has undertaken an obligation to another person (the 
creditor) and a third person (the surety) is also under an obligation or other 
duty to the creditor, who is entitled to but one performance, and, as between 
the principal debtor and the surety, the principal debtor rather than the surety 
should perform.
The suretyship relationship is founded on a contract and must possess all of 
the requisite elements of a contract, including capacity of the parties, offer and 
acceptance, consideration and legality of object, as well as compliance with 
the Statute of Frauds.
b. 1. The relationship between Paul and the Bank was an employer-employee
(contractual) relationship. As an employee, Paul owed the Bank the obli­
gation of performing his duties honestly and in good faith.
2. The relationship between the Bank and the bonding company was a con­
tractual relationship. More specifically, it was a surety relationship be­
cause the bonding company agreed to be responsible for Paul’s acts as a file 
clerk. The bonding company is a compensated surety since it was paid a 
premium by the Bank.
3. Paul may or may not have a relationship with the bonding company. If he 
signed the application requesting the bonding company to become a surety 
or approved of its becoming a surety in some other way, the bonding 
company is a consensual surety and has contracted with both the Bank 
and Paul. If not, Paul is not involved in a contractual relationship with the 
bonding company, which is a nonconsensual surety.
c. If the bonding company can show that its bond merely covers Paul’s activities 
as a “file clerk” and that Paul embezzled the money when he was acting as a 
“b ank teller,” the bonding company can claim it is not responsible for the
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defalcation since Paul’s activities as a bank teller were beyond the scope of 
the duties for which the bonding company agreed to be responsible.
d. The bonding company can proceed to recover against Paul on the theory of 
subrogation. After fully satisfying the Bank, the bonding company may step 
into the Bank’s shoes and assert the Bank’s rights against Paul.
If the bonding company was a consensual surety, after it has fully satisfied 
the Bank it may also recover against Paul on the theory of reimbursement or 
indemnity.
Answer 5
a. Yes. The parties to a contract may incorporate by reference into their con­
tract any terms, including an arbitration clause, which they might have ac­
tually included within the contract. The ability to incorporate by reference 
allows the parties to incorporate large amounts of material into the contract 
without making the size of the contract extremely cumbersome. Parties to a 
contract have the right to agree to settle their disputes by arbitration instead of 
resorting to the ordinary process of law.
b. Yes. Normally, a person who signs a paper knowing that it is a contract, but 
fails to read all of its terms, will be bound by all of the provisions of the con­
tract, including any provisions which have been properly incorporated by 
reference.
c. Though the parties to a contract may provide in the contract that their disputes 
will be settled by arbitration, nonetheless, the effectiveness of an incorporation 
by reference of an arbitration clause will depend upon all of the circumstances 
surrounding the incorporation. In an extreme case, the court may set aside a 
provision of a contract if it is unconscionable.
Price and James may cite the following matters to the court in an attempt 
to have the court rule that the arbitration clause is not binding:
(i) The contract was prepared by Nationwide Builders;
(ii) The contract was a long contract written in small type—it may have 
been intentionally drawn this way to mislead Price and James;
(iii) The incorporated material was not given to Price and James and 
was not easily available to it;
(iv) The reference to the incorporated material did not indicate that 
arbitration was contemplated (Price and James had no reason to sus­
pect they would find an arbitration clause in the incorporated ma­
terial); and
(v) The arbitration clause is unfair and unconscionable and should be 
set aside because Price and James would have to go to California 
to arbitrate and because the arbitration tribunal might not be impartial 
since it is to be selected by a builder’s organization.
East Coast Builders may cite the following matters in requesting the court 
to uphold the arbitration clause:
(i) The contract was the standard contract for accounting services used 
by Nationwide Builders,
(ii) Price and James did not ask to see the incorporated materials, and
(iii) Price and James did not question the incorporation.
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d. Yes. Although the parties have stipulated that the “final settlement” of any 
dispute is to be by arbitration, the arbitration award will be overturned if the 
arbitrators did not reach their decision in good faith, i.e., where their decision 
was arbitrary, capricious or biased.
Answer 6
a. Under the terms of the Uniform Partnership Act, in absence of a contrary 
agreement among the partners with regard to the division of profits and 
losses, the partners share the profits and losses equally, regardless of the 
ratio of their financial contributions and advancements or the degree of their 
participation in the management. Unless otherwise agreed, a partner is not 
entitled to interest on his capital contribution and no partner is entitled to 
remuneration for acting in the partnership business. Even where the services 
of a partner are extraordinary, unless an agreement on salary is made, a partner 
rendering such services is not entitled to compensation. The only exception 
to this rule is that a surviving partner is entitled to reasonable compensation 
for his services in winding up the partnership affairs.
b. 1. While A has the power to withdraw from the partnership at any time,
since the exercise of this power would be contrary to the terms of the 
partnership agreement, he would become liable to his copartners for dam­
ages for breach of contract.
2. In absence of an agreement to the contrary, the Uniform Partnership Act 
provides that partners share losses equally. Capital contributed to the 
partnership, in absence of an agreement to the contrary, is a liability owing 
by the firm to the contributing partners. Therefore, on dissolution, if, after 
repayment of debts to outside creditors and debts to partners, there are 
not sufficient assets to repay each partner his capital, the outstanding amount 
is considered as a loss and must be met like any other loss of the partner­
ship. If the partnership is terminated there will be a total operating loss of 
$30,000 ($3,000 owed to outside creditors, $1,000 owed to A and 
$26,000 owed to capital). This loss must be borne equally by A, B and C, 
so that the loss for each is $10,000. This means that A is entitled to be 
reimbursed to the extent of his $1,000 loan and $12,000 capital contribu­
tion, less $10,000, his share of the loss, or net of $3,000. B is entitled 
to $8,000 less $10,000, his share of the loss, so that he must contribute 
an additional $2,000 to the firm in order that his loss may equal $10,000 
and C must contribute an additional $4,000. The additional monies con­
tributed by B and C will be used to satisfy the firm’s debts owed to outside 
creditors and A.
c. 1. The rule of marshalling of assets is an equitable doctrine. As applied to
partnerships, it means that partnership assets must first be made available 
for payment of partnership debts, and the partners’ individual assets must 
first be made available for payment of their individual debts. If, after pay­
ment of partnership debts a surplus remains, each individual partner has an 
individual interest in the surplus which may be applied to the payment of
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his individual debts. Likewise, if after a partner pays his personal debts 
out of his personal assets a surplus remains, the surplus may be applied 
to the payment of the partnership debts to the extent that the partnership 
assets are insufficient.
2. The “dissolution” of a partnership is the change in the relationship of the 
partners caused by any partner ceasing to be associated in the carrying 
on of the partnership business. This is to be distinguished from the “wind­
ing up” of the partnership which refers to the steps taken in terminating the 
partnership. Thus, until winding up, it is possible for the business of a 
dissolved partnership to be carried on.
d. D is liable for all the obligations of the partnership arising before his ad­
mission to the partnership as though he had been a partner when such obliga­
tions were incurred, except that this liability may only be satisfied out of 
partnership property and not D’s personal assets.
Answer 7
a. The Loan Company may not assert any right against the automobile. A 
lender who extends credit and takes as security the debtor’s inventory which he 
knows is to be sold to a bona fide purchaser in the ordinary course of business 
cannot expect to assert his right to the property once it has been sold.
b. 1. Article 9 of the Uniform Commercial Code which deals with the field of
secured transactions sets out a comprehensive scheme for the regulation of 
security interests in personal property and fixtures and, with small excep­
tions, applies to all transactions in which a security interest is vested in that 
type of collateral. The Article provides a simple and unified structure 
within which secured financing is controlled. It does away with the tra­
ditional distinctions among security devices which have grown up at com­
mon law and by prior statutes.
The adoption of Article 9 of the Code means the repeal of prior law 
governing secured transactions, including the following statutes if they are 
in force in the jurisdiction adopting the Code:
(i) Uniform Conditional Sales Act
(ii) Chattel Mortgage Act
(iii) Factor’s Lien Act
(iv) Uniform Trust Receipt Act
(v) Assignment of Accounts' Receivable Act.
2. A “security interest” is an interest in collateral obtained by a party (the 
secured party) to whom some obligation is owed in order to insure the 
satisfaction of the obligation by the debtor.
A “purchase money” security interest is an interest taken or retained by 
a secured party in collateral which is being sold on credit to a buyer. 
The secured party is either a seller who sells the collateral to the buyer 
or a person who provides a buyer with money so that he may acquire 
rights in the collateral which is to serve as security. A “nonpurchase 
money” security interest is an interest taken by a secured party in col-
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lateral which the debtor already owns so that the secured party may have 
security for the repayment of money being loaned to the debtor.
A “perfected” security interest means a security interest in which the 
secured party has obtained the greatest possible rights he can obtain to 
collateral against the debtor, other creditors, a trustee in bankruptcy and 
purchasers. The rights that perfection will bring vary in different cases.
c. 1. A written security agreement, reasonably describing the collateral and 
signed by the debtor, had to be obtained. Then, the security agreement, 
or a short form financing statement describing the security agreement, had 
to be filed.
2. No. Since the automobile represented “inventory” to the debtor and was 
expected to be sold to a buyer who is a bona fide purchaser in the ordinary 
course of business, the Code provides that the secured party’s lien is lost 
when the automobile was sold and his only claim is to the proceeds from 
the sale.
Answer 8
a. Any writing to be negotiable must
(i) be signed by the maker or drawer,
(ii) contain an unconditional promise or order to pay a sum certain in money,
(iii) be payable on demand or at a definite time, and
(iv) be payable to order or bearer.
b. 1. Charlie is an accommodation maker. The completion of the loan by Baker
constituted the consideration, which is required to support Charlies* promise. 
As between Charlie and Able, Able is the accommodated party and Charlie 
the accommodating party. Able should satisfy the note and Charlie is not 
liable to Able and has a right of recourse against him if he (Charlie) pays 
the note.
2. Baker is an indorser and the Bank an indorsee, Baker having negotiated 
the note to the bank by way of a blank indorsement. As an indorser, Baker 
is secondarily liable on the note if the note is presented and dishonored 
and he is given due notice by the holder of the note. Baker is also a 
transferor of the note and the Bank a transferee. As a transferor who sold 
the note, Baker also makes certain warranties as to the validity of the note.
c. Yes, When Baker indorsed the negotiable note and delivered it to the bank, 
the note was negotiated to the bank and the bank became a holder in due 
course. It obtained the negotiable instrument (i) for value, (ii) in good faith, 
and (iii) without notice that it was overdue or had been dishonored or of any 
defense against or claim to it on the part of any person.
d. Yes. The bank was not a party to, nor was it aware of, the conditions sur­
rounding the issuance of the note. It would not be required to accept a new note 
and could proceed to collect upon the note it bought. The defense of condi­
tional delivery would not be good against the bank since the defense is a per­
sonal defense and the bank is a holder in due course.
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e. 1. The bank may proceed against Charlie and collect the full amount due 
under the terms of the note. Charlie, a co-maker of the note, is primarily 
liable for seeing that it is paid. The bank need not try to obtain re­
covery against Able before proceeding against Charlie.
2. Charlie would have the right to reimbursement against Able since, as 
between the two of them, Able was responsible for seeing that the note was 
paid.
THEORY OF ACCOUNTS 
May 2 0 ,  1966; 1:30 p.m. to 5 p.m.
Answer 1
1. A 6. C 11. D 16. A
2. D 7. D 12. C 17. B
3. C 8. B 13. B 18. A
4. B 9. A 14. C 19. B
5. A 10. C 15. D 20. D
Answer 2
a. 1. Goodwill represents the expectation of extraordinary financial performance 
in the future. Justification for expecting superior future performance de­
pends on the degree of certainty that the causes (e.g., customers’ prefer­
ences or established business locations) of superior performance in the 
past will operate in the future. If there is justification for expecting superior 
future performance, goodwill may be expressed as the present value of the 
future earnings in excess of that amount which is considered normal; or 
the excess of the current value of an entire business over the sum of the 
current values of the individual assets; or the excess of the valuation of a 
group of assets working together over the sum of the valuations of the 
assets if acquired separately.
2. The value of goodwill, after prior-year profits are adjusted for this purpose, 
may be calculated by
(a) Capitalizing average excess profits by an acceptable factor repre­
senting the rate of return on capital.
(b) Finding the present value of an annuity equal to the estimated excess 
profits for the immediate future for which forecasts are available.
(c) Multiplying average profits (or average excess profits) by a rough 
rule of thumb (e.g., 3, 4, or 5) considered acceptable in the industry.
(d) Dividing average annual earnings by the normal rate of return for 
the industry and subtracting from the quotient the average value of 
assets (exclusive of goodwill) to be used in the future operations.
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b. The book and market values of the goodwill of Tiger Corporation differ be­
cause of changes in conditions since the date of acquisition (1958). Because 
one cannot be certain that the conditions out of which goodwill arises will 
continue to exist in the future, goodwill normally is recognized in the accounts 
only when it is “purchased” by an independent party. Since the date of ac­
quisition, conditions have improved and along with them, the market value 
(but not the book value) of goodwill. For example, sales volume has in­
creased, and the market demand is generally more favorable. The interest of 
investors also may have increased with the growth rate in sales by Tiger 
Corporation. Inflation, too, may have had some effect on the market value 
of goodwill, but its effects should be eliminated since general changes in the 
price level represent only a change in the value of the monetary unit.
c. 1. Increasing the stated value of goodwill on the balance sheet prior to
negotiations would represent a departure from accepted practice, an un­
justified departure in this situation since the value of goodwill cannot be 
measured reliably until after an agreement is reached on the selling price. 
The evidence to support such a departure would not be conclusive enough 
to prevent a subjective measurement. The lack of conclusive evidence is 
the result of uncertainty about (risk in) the future, particularly with refer­
ence to the amount of potential earnings and their worth at the present 
time. Disclosing an estimate of the market value of goodwill in a footnote 
to the financial statements would not circumvent this objection since the 
auditor’s report applies to the notes as an integral part of management’s 
financial statements. Of course, management could and should present its 
estimate of the market value of goodwill separate from the financial state­
ments on which it desires an unqualified opinion.
2. Goodwill is purchased in recognition of an advantage created by the 
prior owner of the business. Whether a new owner can maintain that 
advantage is problematical. The advantage created by the prior owner often 
is expected to last for only a few years after the purchase. After the pur­
chase, therefore, goodwill often is charged off to income over the relatively 
few years that the new owner presumes will benefit from the advantage 
created by the prior owner.
In the case of the Tiger Corporation the facts indicate that the goodwill 
not only has been maintained but also has been increased. To write off 
goodwill altogether when there is no indication of loss in its value would 
be illogical and contrary to the basic nature of the intangible (generally un­
limited life). Although the book value of goodwill on the balance sheet is 
smaller than the current market value of goodwill, the negotiators should 
be aware that the book value of goodwill represents goodwill purchased in 
a previous transaction and not goodwill subsequent to that date.
Answer 3
a. The term “accounting principles” in the auditor’s report includes not only ac­
counting principles but also practices and the methods of applying them. Al-
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though the term quite naturally emphasizes the primary or fundamental charac­
ter of some principles, it includes general rules adopted or professed as guides 
to action in practice. The term does not connote, however, rules from which 
there can be no deviation. In some cases the question is which of several par­
tially relevant principles has determining applicability. Neither is the term 
“accounting principles” necessarily synonymous with accounting theory. Ac­
counting theory is the broad area of inquiry devoted to the definition of ob­
jectives to be served by accounting, the development and elaboration of rele­
vent concepts, the promotion of consistency through logic, the elimination of 
faulty reasoning, and the evaluation of accounting practice.
b. Generally accepted accounting principles are those principles (whether or not 
they have only limited usage) that have substantial authoritative support. 
Whether a given principle has authoritative support is a question of fact and a 
matter of judgment. The CPA is responsible for collecting the available evi­
dence of authoritative support and judging whether it is sufficient to bring the 
practice within the bounds of generally accepted accounting principles.
Opinions of the Accounting Principles Board of the American Institute of 
CPAs and of the Securities and Exchange Commission, if there are any on the 
subject in question, would be given greater weight than other single sources. 
Opinions of the Accounting Principles Board constitute substantial authorita­
tive support, and the evidence would tend to be conclusive if the Securities 
and Exchange Commission has issued an affirmative opinion on the same sub­
ject. However, substantial authoritative support also can exist for accounting 
principles that differ from those recommended in the opinions of the Accounting 
Principles Board.
Other evidence of authoritative support may be found in the published 
opinions of the committees of the American Accounting Association and the 
affirmative opinions of practitioners and academicians in articles, textbooks, 
and expert testimony. Similarly, the views of stock exchanges, commercial and 
investment bankers, and regulatory commissions influence the general accept­
ance of accounting principles and, hence, are considered in determining whether 
an accounting principle has substantial authoritative support. Business practice 
also is a source of evidence. Finally, because they influence business practice, 
the tax code and state laws are sources of evidence too.
c. Arguments that support the belief in the inevitability of diversity in accounting 
practice among independent entities are not necessarily defenses for the status 
quo. Judgment and estimates are unavoidable in accrual basis accounting. 
Our economy is made up of many entities; their great diversity and the di­
versity of management viewpoint promotes diversity in accounting practices. 
Finally, numerous ways of applying principles have received substantial 
authoritative support. Under the circumstances, one could not expect the man­
agement of an entity to choose the methods of application most suitable for 
its needs (including that of fairly presenting the financial position and results 
of operations to stockholders) and at the same time to follow practices uni­
formly used by other entities. The attainment of a substantial degree of uni-
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formity might require the preparation and adoption by authoritative bodies of 
a manual detailed enough to eliminate diversity in accounting practice unless 
there is corresponding diversity in the underlying economic facts. For some 
businesses, the cost of adhering to prescribed practices might be excessive. For 
other businesses that find themselves in “abnormal” situations, the practices 
might be inapplicable.
Answer 4
a. Even when current assets are acquired without measurable consideration, there 
is no justification for carrying them at no (or nominal) value. Financial state­
ment readers frequently evaluate the financial position of firms by looking at 
relationships among measurements of financial resources and claims against 
resources. Since the import certificates obviously are a financial resource, they 
should be recorded at fair value on the date the subsidiary may exercise con­
trol over them.
The best measure of fair value at date of acquisition generally is cost because 
of its dependability as a measure. Cost is the amount of the consideration (dis­
counted to the acquisition date) in a cash or credit transaction between inde­
pendent parties or the amount implicit in the exchange price of the property 
received or the consideration given, whichever is more objectively determinable, 
in a barter transaction between independent parties. Because the import cer­
tificates were received from the foreign government without measurable con­
sideration —  in the same way that a donation would be received —  the best 
estimate of fair value is the amount of cash that might have been raised directly 
through the immediate sale of the import certificates in the open market to an 
independent party. Therefore, the method of valuation—fair market value at 
the date of receipt—used by the Company is appropriate if the market prices 
were obtained from a recognized source of such information. Fair market 
value at the balance sheet date is not an appropriate measure for certificates 
received prior to that date if their market value at the balance sheet date 
exceeds the original recorded value.
b. 1. Treating the credit as a reduction of cost of goods sold implies that the
quality of the exported products has been reduced, that the buying effi­
ciency has improved substantially, or that the replacement costs of the 
exported products have fallen because of an abnormally large supply in 
the country. The certificates do not pertain to cost; they are related 
directly to the sale of the subsidiary’s product.
2. Treating the credit as an addition to stockholders' equity implies that the 
government is making a contribution to the subsidiary. In point of fact, 
the value of the subsidy is not determined arbitrarily by the government 
and the subsidy is not limited to the subsidiary of Overseas Trading Com­
pany. The foreign government is conferring a benefit on exporters in re­
turn for an action on their part that the foreign government considers 
desirable.
44 Answers— May, 1966
3. Treating the credit as an addition to other or special income implies that 
the income is incidental, temporary, or somehow not related to the export­
ing (selling) activity. The relationship is direct, and the revenue defi­
nitely falls within the definition of “revenue from operations” in the context 
of the time and society in which the subsidiary is operating.
4. Treating the credit as an addition to gross sales, preferably as a separate 
item of operating revenue, is appropriate if the subsidiary expects to 
realize the revenue from the certificates (i.e., if the probability of the sup­
ply of certificates exceeding the demand for them is minute), if the issuance 
of import certificates and their sale on the public market are expected to 
continue, and if the transactions involving the certificates are a part of 
“operations.” It is even conceivable that the subsidiary reduced its prices 
of export in anticipation of the receipt of import certificates though this 
is not a necessary condition for treating the credit for the certificates as an 
addition to gross sales.
The footnote implies that the restrictions on the luxury items has not 
been withdrawn. Inasmuch as the foreign government wishes to encourage 
exports indefinitely by means of issuing the certificates, it appears that the 
foreign government believes the certificates will continue to be valuable 
because of its control of imports and that it will continue to desire to 
increase exports. Because management is expected to adapt to the environ­
ment in which it operates, and because the government subsidy is offered 
to all firms in the environment, and because the face amount of the cer­
tificates is directly proportional to the value of exports made by the 
subsidiary, the import certificate transactions are in the mainstream of 
operations in the foreign country. For these reasons, then, treating the 
credit as an addition to gross sales on the income statement appears ap­
propriate and reasonable.
Answer 5
a. A salesman whose compensation is directly proportional to the dollar value of 
gross sales might indulge in the following questionable practices to the detri­
ment of the Company: travel and entertain excessively; quote prices that have 
little or no relationship to services rendered; make unrealistic delivery date 
promises; oversell customers who are likely to return the merchandise after 
it is delivered; sell products that have very low gross margins; ignore small 
customers with growth potential in favor of larger customers; agree to ex­
cessive advertising allowances; fail to utilize time to make profitable sales; con­
centrate on order-taking instead of service to the customer; accept a dispropor­
tionate number of small orders that have high order-filling costs; ignore the 
effect of gross sales (that contribute little to profits) on the financial costs of 
working capital; and lower the rate of return on net sales.
b. 1. The most disturbing evidence that the compensation plan is working to
the detriment of the Company is the following analysis:
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Salesmen
McKinney Sim
Gross sales .........................................................................  $247,000
Commissions (5% of gross sales dollars) .................. 12,350
Contributions to recovery of indirect costs
(after deducting commissions) .................................  28,150
Contribution as a percentage of gross sales dollars.. 11.4%
Compensation as a percentage of contributions...........  43.9%
$142,000
7,100
45,350
31.9%
15.7%
If Sim’s performance can be used as a rough standard, the data tend to 
indicate that McKinney is indulging in questionable sales practices. McKin­
ney appears to be overselling, as indicated by the higher rate of returned 
goods. He also appears to be concentrating his efforts on selling lower- 
margin goods or incurring excessive selling expenses as indicated by his 
contribution as a percentage of sales. Hence it appears that McKinney is 
being paid almost twice as much as Sim while contributing substantially 
less to the Company than Sim. Because McKinney is being paid more 
than Sim, the compensation arrangement might cause Sim to alter his 
performance to conform more closely to McKinney’s performance. This 
evidence indicates that the compensation plan may be working to the 
detriment of the Company.
2. Although the evidence cited above shows how a compensation plan 
based on a commission on the dollar value of gross sales could be detri­
mental to the Company, other information is needed before a conclusive 
opinion about this particular situation can be formed. It is possible that 
the sales territories of McKinney and Sim are not comparable in size or 
in current sales potential; that some of the costs attributed to McKinney’s 
efforts have not had time to result in the benefits expected from them; that 
top management decided on the amount to be spent in either or both 
territories and, hence, that external influences may be involved; that the 
indirect costs of the organization influenced the results achieved by the 
two salesmen; and that not all of Sim’s selling costs were reported.
The accumulation and interpretation of distribution costs is complex 
because such costs are frequently volume-influencing instead of volume- 
influenced. Consequently, responsibilities for the control of such costs 
frequently are diffused.
Answer 6
a. 1. In cash transactions cost is measured by the amount of the cash con­
sideration. In credit transactions, however, cost is measured by the amount 
of cash required to settle immediately the obligation incurred. Since the 
cash payment of $90,000 did not settle the obligation incurred for the 
purchase of the equipment, the cost of the equipment cannot be $90,000.
2. The amount of cash that would have been required to settle the obligation 
immediately is $144,000 and, hence, the cost of the equipment is $144,000.
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There is no reason to presume that the parties were not independent or 
that they did not bargain in earnest.
3. Because of the credit nature of the $54,000 balance due on the equipment, 
the Corporation will have to forego the $60,000 market value of the 
shares that it transfers to the vendor to settle the obligation over the four- 
year period. The additional $6,000, however, is in the nature of an in­
terest cost and should not be a part of the book value of the equipment. 
Therefore, the cost of the equipment cannot be $150,000.
b. 1. The principal argument for treating the balance due as a liability is that 
the Corporation must expend some of its assets in order to acquire enough 
treasury stock to meet the obligation, even though the obligation is ex­
pressed in terms of treasury stock. Another lesser argument is that $6,000 
of the market value of the treasury stock that will be transferred over 
the four-year period is really a financing cost of the installment purchase. 
Other reasons why the liability treatment might be considered preferable 
to the treasury stock subscribed treatment include the problem of record­
ing a subscription for treasury shares that the Corporation did not own at 
the time of the agreement and the fact that the financial statement reader 
might assume that delivery of the treasury stock (as with subscription for 
common stock) awaits performance by the subscriber instead of the passage 
of time and the accumulation of enough treasury stock to meet the 
obligation.
b. 2. The principal argument for treating the balance due as treasury stock
subscribed is the idea that the equipment vendor made a contribution to 
stockholders’ equity by selling the equipment for $90,000 cash and the 
promise of the Corporation to deliver enough treasury shares of its own 
capital to make up the balance of the purchase price in accordance with 
the agreement. However, the net effect of this transaction is a transfer 
of the equity of one stockholder to another since the Corporation ap­
parently did not possess treasury stock when the equipment was purchased. 
Another reason why the treasury stock subscribed treatment might be 
considered preferable to the liability treatment is the fact that the obli­
gation can be discharged only by the transfer of treasury stock and not by 
the transfer of current assets, although current assets may be used to 
purchase the treasury stock needed to discharge the obligation.
c. 1. The principal argument supporting the treatment of the treasury shares as
an asset awaiting ultimate disposition is that the intent of the Corporation 
to use the treasury stock to discharge the obligation converts the nature 
of the treasury stock from a capital element to an asset. This argument 
is supported by the fact that the treasury shares can discharge an obli­
gation which may be considered a liability.
2. The principal argument supporting the treatment of the treasury shares 
as a capital element awaiting ultimate disposition is the notion that a cor­
poration cannot own shares in itself. The treatment also is supported 
by the fact that the attributes of treasury shares are similar to the attributes 
of unissued shares of the same class of stock, except for the possible 
liability which can accompany newly issued shares sold at a discount.
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Answer 7
a. If the asset is not capitalized, the financial statements of the lessee would 
misstate:
1. Assets.
2. Liabilities.
3. Amortization to the extent that the amounts of the rental payments differ 
from the depreciation charges that ordinarily would be made.
4. Operating income to the extent that the amortization is misstated.
5. Accumulated amortization and, consequently, the book value of the lease.
6. Stockholders’ equity as a result of (3 ), (4 ), and (5) above.
7. Inventories because they will include financial expenses.
8. Debt/equity ratio, the fixed assets/total assets ratio, and the fixed assets/ 
equity ratio.
b. 1. Leases covering only the right to use property in exchange for future rental
payments do not create an equity in the property and, hence, are executory 
contracts requiring the continuing performance of the lessor and the lessee 
for the contract period. The question of recording assets acquired by such 
leases is part of the more fundamental issue of whether the rights and 
obligations that exist under executory contracts in general (e.g., purchase 
commitments) create assets and liabilities that should be recorded. The 
rights and obligations related to unperformed portions of executory con­
tracts are not recognized as assets and liabilities in financial statements 
under generally accepted accounting principles as presently understood. 
Generally accepted accounting principles require only the disclosure of the 
rights and obligations under executory contracts in separate schedules 
or notes to the financial statements if the omission of this information 
would tend to make the financial statements misleading. The rights and 
obligations under leases that convey only the right to use property, without 
an equity in the property accruing to the lessee, fall into the category of 
pertinent information which should be disclosed in schedules or notes 
rather than by recording assets and liabilities in the financial statements.
2. The defects that result in lack of comparability of financial statements of 
companies operating under identical conditions support the belief that 
neither the absence of legal title nor the absence of an accumulation of 
equity in the property (by paying the obligation faster than the economic 
usefulness of the assets is consumed) should prevent a company from re­
cording property rights obtained through a noncancelable lease as a valu­
able economic resource of consequence to third parties. Future benefits 
are expected from the noncancelable right to use the property as an eco­
nomic resource and not from the creation of an equity or from ownership 
through possession of legal title. A noncancelable lease also differs from 
other executory contracts in that the right of use is obtained irrevocably 
for an extended time period, and the consideration for the right of use is
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usually objectively determinable in advance so that the amount of the 
asset and the liability is usually measurable (as opposed to most benefits 
and obligations in contracts for services yet to be rendered). Because pres­
ent methods of footnote disclosure do not interpret the effect of the omis­
sion of leases on the income statement, recognition in the accounts would 
be desirable. It is also desirable to include all obligations, including ones 
assumed for the right of use of property, in the accounts, and this factor 
supports the desirability of recording the related asset in the accounts.
Answers to Examinations, November 1 9 6 6
ACCOUNTING PRACTICE— PART I 
November 2, 1966; 1:30 to 6:00 p.m.
Solution 1
Supersonic Meteor Development Corporation 
COMPUTATION OF INCOME TAX LIABILITY 
For the Year Ended December 31, 1965
Sales $1,400,000
Less: Cost of sales $900,000
Other operating expenses 250,000
Depreciation 67,900
Interest expense 12,600
Loss on retirement of bonds 1,800 1,232,300
Net income from operations 167,700
Dividend income 200,000
Less dividends received credit (85% X $200,000) 170,000 30,000
Interest income ($7,000 +  $6,000) 13,000
Taxable income $ 210,700
Normal tax (22% X $210,700) $ 46,354
Surtax (26% X $185,700) 48,282
Total 94,636
Add investment credit added back due to early
disposal of fuel tank ($40,000 X 7%) 2,800
Total 97,436
Less investment credit allowable on purchase of
new telescope ($140,000 X 7%) 9,800
Income tax liability $ 87,636
49
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Computation of Depreciation
Depreciation per trial balance
Telescope depreciation adjustment 
Depreciation per books
$60,000 +  $80,000 
Correct depreciation ------------------------------
8
Fuel Tank depreciation adjustment 
Adjusted basis, January 1, 1965 
Amount realized upon sale, June 30, 1965 
Depreciation expense limitation
Total depreciation
$ 65,000
$ 15,000
17,500 2,500
$ 36,100 
35,700
400
$ 67,900
 
Computation of Interest Expense
Interest on bonds outstanding at year end
($200,000 X 6%) $ 12,000
Interest on bonds redeemed during year
($100,000 X 6% X 3/12) 1,500
Amortization of premium on bonds outstanding 
$12,000 —  $4,000
at year end --------------------------- (800)
10
Amortization of premium on bonds redeemed 
$4,000 3
during year---------- - X  ------ (100)
10 12 _________
Total interest expense $ 12,600
Loss on Retirement of Bonds
Redemption price
Basis: Issue price
Less amortization of premium
$4,000 
--------- X 2
10
Loss on retirement of bonds
$ 105,000
$104,000
800 103,200
$ 1,800
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Solution 2
a. Eastern Company
CONTRIBUTION OF PRODUCT C TO FIXED COSTS 
AND EXPENSES (MARGINAL INCOME)
For the Year Ended October 31, 1966
Sales
Less variable costs and expenses: 
Production:
Raw materials 
Direct labor
Fringe benefits (15% of direct labor)
Royalties
Factory supplies
Electrical power
Scrap and spoilage
$350,000
Selling:
Sales commissions 
Fringe benefits 
Delivery expense 
Advertising expense
Contribution of product C to fixed costs and expenses 
(marginal income)
$ 80,000
150,000
22,500
3,500
2,100
3,000
600 $261,700
15,000
2,250
10,000
26,000 53,250 314,950
$ 35,050
b. Eastern Company
COMPUTATION OF BREAKEVEN POINT FOR PRODUCT C
For the Year Ended October 31, 1966
Sales
Less variable costs and expenses
Contribution to fixed costs and expenses (marginal income)
$350,000
297,500
$ 52,500
Percentage of marginal income to sales 15.0%
Breakeven point = Total fixed costs and expenses 
Percentage of marginal income to sales 
=  $500,667 in sales
$75,100
15%
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c. Eastern Company
COMPUTATION OF BREAKEVEN POINT FOR PRODUCT C 
AFTER THE ADDITIONAL INVESTMENT IN MACHINERY
For the Year Ended October 31, 1966
Annual sales
Less variable costs after the investment: 
Variable costs before the investment 
Less: Reduction in direct labor
Reduction in fringe benefits 
Total
Add additional electrical power
Marginal income
$350,000
$297,500
$ 75,000
11,250 86,250
211,250
500 211,750
$138,250
Percentage of marginal income after investment to sales
Fixed costs and expenses before investment 
Less: Reduction in indirect labor
Reduction in fringe benefits 
Total
Add: Interest on bonds
Additional depreciation 
Severance pay
Fixed costs and expenses after investment
39.5%
$ 75,100
$ 4,000
600 4,600
70,500
17,000
31,000
3,600 51,600
$122,100
Breakeven point
Total fixed costs and expenses after investment 
Percentage of marginal income after investment to sales 
$122,100 =  $309,114 in sales
39.5% ------------------------
Solution 3
a. Amx Finance Co.
COMPUTATION OF GROSS CONTRACTS 
RECEIVABLE FOR EQUIPMENT RENTALS
At Dates of Lease
Dates of lease
Term of lease—years
Cost of equipment
Payment factor
Monthly payment
Term of lease—months
Gross contracts receivable for equipment 
rentals
Die
7 /1 /65 -6 /30 /69
4
$45,000
.0263
1,183.50
48
Press
9 /1 /65-8 /31 /68
3
$30,000 
_______ .0332
996
36
$56,808 $35,856
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b. Amx Finance Co.
SCHEDULE OF AMOUNT OF UNEARNED LEASE INCOME
At December 31, 1965
Die
Gross contracts receivable for equipment 
rentals $56,808
Less equipment cost applicable to lease 
contracts:
Cost of equipment 45,000
Estimated salvage value at end of lease (4,500)
40,500
Unearned lease income at date of lease 16,308
Less lease income earned in 1965:
273/1176 X  $16,308 3,786
138/666 X  $ 8,856 _______
Unearned lease income $12,522
Press
$35,856
30,000
(3,000)
27,000
8,856
1,835 
$ 7,021
COMPUTATION OF THE PRESENT DOLLAR
c. VALUE OF CONTRACTS RECEIVABLE
FOR EQUIPMENT RENTALS 
At December 31, 1965
Gross contracts receivable for equipment rentals 
for term of lease
Less gross monthly rentals received during 1965: 
$1,183.50 X  6 months 
$ 996 X  4 months
Gross contracts receivable for equipment rentals 
at December 31, 1965
Less unearned lease income
Present dollar value of contracts receivable 
for equipment rentals
Total Die Press
$56,808 $35,856 
7,101
3,984
$81,579 $49,707 $31,872 
14,500
$67,079
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$ 300
Sm itten Corporation
ADJUSTING AND ELIMINATION JOURNAL ENTRIES 
(Not Required)
(1 )
Investment—Grey Steel $ 300
Dividend income
To reclassify cash dividends received from Grey Steel 
erroneously credited to Investment account.
(2)
Investment—Martin Co. bonds 200
Interest receivable 
Interest income
To reclassify semiannual interest received on Martin Co. 
bonds for period October 1, 1964 to March 31, 1965 
erroneously credited to Investment account
100
100
(3)
Investment—General Corp. stock rights 670
Investment—General Corp. stock
To record the receipt of 1,000 rights permitting the pur­
chase of 250 shares at $45 per share. Cost of stock 
was apportioned on the basis of the market values of
670
stock and rights as follows:
Cost of stock, prior to rights allocation $33,500 
Market value of stock/share ex-rights $ 49 
Market value of right $  1
Shares: 49/50 X $33,500 $32,830
Rights: 1/50 X $33,500 670
$33,500
(4)
Investment—General Corp. stock
Gain on sale of General Corp. stock rights 
Investment— Grey Corp. stock rights
To reclassify the proceeds received from the sale of 800 
stock rights.
Apportioned cost of rights sold:
Rights sold 800
1,200
664
536
Total rights 1,000 X $670 =  $536
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(5)
Investment—General Corp. stock
Investment—General Corp. stock rights
To reclassify the assigned cost of rights exercised to the 
cost of the new shares acquired.
Apportioned cost of rights exercised:
Rights exercised 200 _
Total rights 1,000 $ $
134
134
(6)
Investment—sale of Wash Motors stock 
Loss on sale of investments
Investment—Wash Motors Purchase
2,500
500
3,000
To record the loss on the sale of 200 shares of Wash
Motors stock computed as follows:
Shares Cost
Purchase on February 10, 1965 5,000 $15,000
Reverse stock split (1 for 5) on 
June 30 1,000 15,000
Apportioned cost of 200 shares sold 
on August 5 (200/1,000 X  
$15,000) = $ 3,000
Cash received upon sale of stock on 
August 5, credited to Investment 
account 2,500
Loss on sale of investments $ 500
(7)
Investment—sale of General Corp. Stock
Investment—General Corp. Stock
Gain on sale of investment
To record gain on sale of 100 shares
of General Corp. stock computed as follows:
Shares Cost
Jan. 1 1,000 $33,500
Less cost allocated to 1,000 rights 670
Adjusted cost 1,000 $32,830
Allocated cost of 100 shares sold 
Cash received upon sale of stock on
September 18, credited to Invest­
ment account
Gain on sale of investment
$ 3,283
3,350 
$ 67
3,350
3,283
67
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(8)
Investment—Martin Co. bonds 200
Interest income 200
To reclassify semiannual interest received on Martin
Co. bonds for period, April 1 to September 30,
1965, erroneously credited to Investment account.
(9)
Loss on investments 5,000
Investment—Backand Oil Co. 5,000
To write-off the investment in Backand Oil Co.
(10)
Interest income 60
Investment—Martin Co. bonds 60
To record the amortization of bond premium on the 
Martin Co. bonds computed as follows:
Book value of bonds, January 1, 1965 $10,225
Maturity value, September 30, 1968 10,000
Unamortized premium, January 1, 1965 225
Number of months until maturity on bonds
(January 1, 1965 to September 30, 1968) 45
Monthly amortization ($225 ÷  45) =  5
Annual amortization $ 6(7
(11)
Accrued interest receivable 100
Interest income 100
To record accrued interest on Martin Co. bonds 
for period October 1 to December 31, 1965.
58 Answers—November, 1966
Solution 5
a. The Metro Construction Company
SCHEDULE OF REVENUE THAT WOULD BE REPORTED UNDER 
THE COMPLETED-CONTRACT METHOD
AND THE PERCENTAGE-OF-COMPLETION METHOD 
For the Year Ended December 31, 1965
Revenue 
to be 
Reported
Costs
Incurred
Provision 
for Loss
Income (Loss) 
to be 
Reported
1. Completed Contract
Project
B
C $350,000 $320,000
$35,000 $(35,000)
30,000
Totals $350,000 $320,000 $35,000 $( 5,000)
2. Percentage-of-Completion
Project
A
B
C
D
$290,625
179,833
350,000
24,750
$187,500
195,000
320,000
16,500
$19,833
$103,125
(35,000)
30,000
8,250
Totals $845,208 $719,000 $19,833 $106,375
Computation of revenue recognized under percentage-of-completion: 
Project
A
B
C
D
187,500
200,000
195,000
450,000
320,000
320,000
16,500
200,000
X 310,000 =  290,625
X 415,000 =  179,833
X  350,000 =  350,000
X 300,000 =  24,750
Note: A  rigid interpretation of requirement “a” would present the data in the column 
above titled “Revenue to be Reported.” A more comprehensive solution would 
present the data in the column titled “Income (Loss) to be Reported.”
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b. The Metro Construction Company
COMPUTATION OF COSTS IN EXCESS OF BILLINGS AND 
BILLINGS IN EXCESS OF COSTS INCURRED 
UNDER THE COMPLETED CONTRACT METHOD
Project
December 31, 1965
Construction 
in Process
Related (1) Costs in Excess 
Billings of Billings
(2) Billings 
in Excess 
of Costs
A
B
D
$187,500 $155,000 $32,500 —
195,000 249,000 —  $54,000*
16,500 4,000 12,500 —
Totals $399,000 $408,000 $45,000 $54,000*
*Does not include $35,000 provision for loss on this contract included separately 
among current liabilities.
c. The Metro Construction Company
COMPUTATION OF COSTS AND ESTIMATED EARNINGS 
IN EXCESS OF BILLINGS AND BILLINGS IN EXCESS OF
COSTS AND ESTIMATED EARNINGS 
UNDER THE PERCENTAGE-OF-COMPLETION METHOD
December 31, 1965
Project
(1) Costs and (2) Billings
Estimated in Excess of
Earnings in Costs and
Costs and Related Excess of Estimated
Estimated Earnings Billings Billings Earnings
A
B
D
$290,625 $155,000 $135,625 —
160,000* 249,000 — $89,000
24,750 4,000 20,750 —
$475,375 $408,000 $156,375 $89,000Totals
*$195,000 costs incurred reduced by $15,167 loss sustained ($179,833 revenue 
recognized less $195,000 costs) and by $19,833 loss anticipated on balance of the 
contract.
d.
Provision for income taxes 
Deferred income taxes 
Income taxes payable
To record provision and liability for income 
taxes payable, and deferred income taxes.
$40,000
$30,000
10,000
Solution 1
ACCOUNTING PRACTICE— PART II
November 3 ,1 9 6 6 ;  1:30  to 6:00  p.m.
1. D 11. E
2. A 12. B
3. D 13. E
4. D 14. D
5. A 15. C
6. C 16. C
7. B 17. E
8. B 18. B
9. E 19. C
10. E 20. C
60
A ccounting Practice—Part II 61
So
lu
tio
n 
2 
B
al
tim
or
e 
W
ho
le
sa
le
 C
om
pa
ny
W
O
R
K
IN
G
 T
R
IA
L 
BA
LA
N
C
E
D
ec
em
be
r 
31
, 
19
65
H
om
e 
O
ff
ic
e 
B
ra
nc
h
In
co
m
e 
St
at
em
en
t 
In
co
m
e 
St
at
em
en
t 
B
al
an
ce
 S
he
et
 
D
eb
it 
C
re
di
t 
D
eb
it 
C
re
di
t 
D
eb
it 
C
re
di
t
45
,0
00
55
,0
00
19
,5
00
94
,0
00
$ 
49
,5
00
16
,5
00
50
,0
00
42
,5
00
$3
92
,0
00
$ 
44
,0
00
$9
5,
00
0
$1
7,
00
0
26
5,
00
0
57
,0
00
83
,0
00
 
83
,0
00
21
,0
00
 
__
__
21
,0
00
$3
92
,0
00
 
$3
92
,0
00
 
$9
5,
00
0 
$9
5,
00
0 
$2
62
,5
00
 
$2
62
,5
00
A
dj
us
tm
en
ts
 
an
d 
E
lim
in
at
io
ns
D
eb
it 
C
re
di
t
(3) 
$ 
5,
00
0
(2
)$
 
2,
00
0
(1
0)
 
55
,0
00
 
(8
) 
70
,0
00
(1
3)
 
19
,5
00
 
(1
1)
 
15
,0
00
(1
) 
4,
00
0
 
(1
) 
4,
00
0
(3
) 
5,
00
0
 (
14
) 
11
,0
00
 (
14
) 
11
,0
00
 
 (
4)
 
1,
00
0
  
(2
) 
2,
00
0 
 (
5)
 
3,
00
0
(1
1)
 
2,
50
0
 (
6)
 
8,
00
0
 (
7)
 
40
,0
00
 (
7)
 
40
,0
00
 
  
(9
) 
25
0,
00
0
(1
2)
 
24
,0
00
(5
) 
3 
00
0 
  
8,
00
0
 
 
40
,0
00
(4
) 
1,
00
0 
 (
8)
 
70
,0
00
7(
9)
 2
50
,0
00
 
(1
0)
 
55
,0
00
(1
1)
 
12
,5
00
(1
2)
 
64
,0
00
 
(1
3)
 
19
,5
00
$5
47
,5
00
 
$5
47
,5
00
Tr
ia
l B
al
an
ce
H
om
e 
B
ra
nc
h
O
ff
ic
e 
O
ff
ic
e 
D
r.
(C
r.
) 
D
r.
(C
r.
)
$ 
36
,0
00
 
$ 
8,
00
0
35
,0
00
 
12
,0
00
70
,0
00
15
,0
00
90
,0
00
20
,0
00
(3
6,
00
0)
 
(1
3,
50
0)
(1
4,
00
0)
 
( 
2,
50
0)
( 
9,
00
0)
(5
0,
00
0)
(4
5,
00
0)
(4
40
,0
00
)
29
0,
00
0
44
,0
00
(9
5,
00
0)
24
,0
00
45
,0
00
16
,0
00
$—
0—
 
A
cc
ou
nt
s
C
as
h
A
cc
ou
nt
s 
re
ce
iv
ab
le
 
In
ve
nt
or
y—
H
om
e 
O
ffi
ce
 
In
ve
nt
or
y—
B
ra
nc
h 
O
ffi
ce
 
Fi
xe
d 
as
se
ts
, 
ne
t
B
ra
nc
h 
O
ffi
ce
A
cc
ou
nt
s 
pa
ya
bl
e 
A
cc
ru
ed
 e
xp
en
se
s 
H
om
e 
O
ffi
ce
C
ap
ita
l 
st
oc
k 
R
et
ai
ne
d 
ea
rn
in
gs
 
H
om
e 
O
ffi
ce
:
Sa
le
s
Pu
rc
ha
se
s
E
xp
en
se
s 
Br
an
ch
 O
ffi
ce
:
Sa
le
s
Pu
rc
ha
se
s
Pu
rc
ha
se
s 
fr
om
 H
om
e 
O
ffi
ce
 
E
xp
en
se
s
C
os
t o
f s
al
es
—
H
om
e 
O
ffi
ce
—
Br
an
ch
 O
ffi
ce
N
et
 in
co
m
e—
H
om
e 
O
ffi
ce
 
—
Br
an
ch
 O
ffi
ce
62 Answers—November, 1966
The Baltimore Wholesale Company
ADJUSTING AND ELIMINATING ENTRIES 
(Not Required)
(1)
Fixed assets
Branch Office
To record Branch Office purchase of fixed assets on
Home Office books.
$ 4,000
$ 4,000
(2)
Home Office
Accounts receivable
To record on the Branch Office books, the collection of 
Branch Office accounts receivable by Home Office.
2,000
2,000
(3)
Cash
Branch Office
To record cash in transit from Branch Office on Home 
Office books.
5,000
5,000
(4)
Expenses
Home Office
To correct Branch Office allocated expenses from the 
Home Office for the month of December on Branch 
Office books.
1,000
1,000
(5)
Purchases from Home Office
Home Office
To record shipment in transit at December 31, 1965 on 
Branch Office books.
3,000
3,000
(6)
Sales, Home Office
Purchases from Home Office
To eliminate interoffice mark-up on sales and purchases.
8,000
8,000
Computation of Mark-Up
Purchases from Home Office
($45,000 +  $3,000) $48,000
Home Office Cast of Sales
($48,000 ÷  120%) 40,000
Mark-up $ 8,000
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(7)
Sales—Home Office 
Purchases
To eliminate from Home Office books cost of shipments 
to Branch Office.
( 8 )
Cost of sales— Home Office
Inventory— Home Office, Jan. 1
To close Home Office opening inventory to cost of sales
(9)
Cost of sales—Home Office 
Purchases
To close Home Office purchases for year to cost of sales
(10)
Inventory, Home Office, Dec. 31 
Cost of sales—Home Office
To record Home Office inventory at December 31, 1965.
( 1 1 )
Retained earnings, Jan. 1, 1965
Cost of sales— Branch Office
Inventory—Branch Office, Jan. 1
To eliminate interoffice mark-up in Branch Office in­
ventory at January 1, 1965 and to close remaining 
balance to cost of sales.
40,000
40,000
70,000
70,000
250,000
250,000
55,000
55,000
2,500
12,500
15,000
Computation of Mark-Up in  Jan. 1, Inventory
Inventory on hand at invoice price $15,000
Cost of inventory ($15,000 ÷  120%) 12,500
Mark-up $ 2,500
(12)
Cost of sales 64,000
Purchases from Home Office 40,000
Purchases 24,000
To close Branch Office purchases for year to cost of sales.
(13)
Inventory, Branch Office, Dec. 31 19,500
Cost of sales
To record Branch Office inventory at December 31, 1965.
19,500
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Computation of December 31 Inventory
From Home Office:
Inventory on hand at invoice price $18,000
Shipment in transit 3,000
Total 21,000
Less mark-up (16 2/3%  X $21,000) 3,500
Total 17,500
Inventory from vendors 2,000
Total Branch Office inventory $19,500
(14)
Home Office
Branch Office
To eliminate interoffice accounts.
11,000
11,000
Solution 3
ATU Corporation 
FINANCIAL STATISTICS
1965 1964
At December 31:
Current ratio 2.3:1 1.95:1
Acid test (quick) ratio 1.05:1 .8:1
Common stock:
Book value per share $12.50 $ 9.25
Price-earnings ratio 17.5 times 15.4 times
Year ended December 31:
Gross margin rates 35% 30%
Inventory turnover rate 4.4 times 4.2 times
Times interest earned 18.0 times 12.5 times
Gross expenditures for plant and equipment $ 1,105,000 $ 975,000
Earnings per common share $ 4.20 $ 3.10
Current ratio:
Current assets $13,570,000 $12,324,000
÷  Current liabilities 5,900,000 6,320,000
Current ratio 2.3 1.95
Acid test (quick) ratio:
Cash, marketable securities, accounts
receivable (net)
÷  Current liabilities
$ 6,195,000 
5,900,000
$ 5,056,000 
6,320,000
Acid test (quick) ratio 1.05 .8
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1965 1964
Book value per common share:
Stockholders’ equity $11,875,000 $10,090,000
Less preferred stock at liquidating value 5,000,000 5,000,000
Common stockholders’ equity $ 6,875,000 $ 5,090,000
÷  Current equivalent number of shares
outstanding at year end 550,000 550,000
Book value per common share $12.50 $ 9.25
Common stock, price-earnings ratio:
Market value, at end of year $73.50 $47.75
÷  Earnings per share 4.20 3.10
Common stock, price-earnings ratio 17.5 times 15.4 times
Gross margin rate:
Gross margin (Sales —  cost of sales) $16,940,000 $12,510,000
÷  Net sales 48,400,000 41,700,000
Gross margin rate 35% 30%
Inventory turnover rate:
(A ) Cost of sales $31,460,000 $29,190,000
Inventories:
Beginning of year $ 7,050,000 $ 6,850,000
End of year 7,250,000 7,050,000
(B) Average inventories ( ÷  2)
14,300,000
7,150,000
13,900,000
6,950,000
Inventory turnover rate (A  ÷  B) 4.4 times 4.2 times
Times interest earned, before taxes:
Income before taxes $ 4,675,000 $ 3,450,000
Add interest expense 275,000 300,000
÷  Interest expense
4,950,000
275,000
3,750,000
300,000
Times interest earned, before taxes 18 times 12.5 times
Gross expenditures for plant and equipment:
Plant and equipment at cost:
End of year $22,750,000 $22,020,000
Beginning of year 22,020,000 21,470,000
Add sales and retirements at cost
730,000
375,000
550,000
425,000
Gross expenditures for plant and equipment $ 1,105,000 $ 975,000
Earnings per common share:
Net income $ 2,360,000 $ 1,755,000
Less dividends on preferred stock 50,000 50,000
Net income available for common stock $ 2,310,000 $ 1,705,000
÷  Current equivalent number of shares outstanding
at year end 550,000 550,000
Earnings per common share $ 4.20 $ 3.10
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Computation of Current Equivalent Number of 
Shares o f Common Stock Outstanding for 1964.
Shares outstanding, December 31, 1964 500,000
Add adjustment for subsequent 10% stock dividend in 1965 50,000
Equivalent shares outstanding at December 31, 1964 550,000
Solution 4
a. 1. Shipping Salaries
Standard cost (4,400 hours @ $2.00) =
Actual cost
Total variance— (unfavorable)
Analysis:
Efficiency variance:
Actual hours 
Standard hours
Excess at standard rate
Rate variance:
Actual rate ($9,450 4,500 hours)
Standard rate ($7,000÷ 3,500 hours)
Excess rate at actual hours
Total variance— (unfavorable)
$ 8,800 
9,450
$ (650)
4,500
4,400
$2.00 X 100 =  $ (200)
$ 2.10 
2.00
4,500 X .10 $ (450) 
$ (650)
2. Indirect Distribution Costs— Other
Standard cost (4,400 hours @ $.60)
Actual cost
Total variance—favorable
$ 2,640 
2,500
$ 140
Volume:
Actual hours 
Standard hours 
Excess at standard
Price:
Actual hours (4,500 @ $.60) 
Actual cost
Total variance—favorable
4,500
4,400
$.60 X 100 $ (60)
$2,700
2,500 200
$ 140
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b. 1. Compulation of Unit Standard Costs for Order-Filling
Order-Filling Standard Costs 
Cost per unit
Unit-Volume Classifications 
Freight
Packing
Warehousing
Total
1-15 16-50
$ 1,200
$.10
$ 1,440
12,000 18,000
2,400
.20
3,240
12,000 18,000
600
.05 72012,000 18,000
4,200
$.35 5,400
12,000 18,000
51 And Over
$.08
45,000
$.05
.18
4,500
45,000
.10
.04
900
45,000
.02
$.30 7,650 $.17
2. Computation of Revised Unit Sales Prices
Let X — Price of 1-15 Units
12,000X +  18,000 ( X — .05) +  45,000 (X — .18) =  $750,000 
12,000X +  18.000X — $900 +  45,000X —  $8,100 =  $750,000
75.000X =  $750,000 +  $9,000 
X =  $10.12
Revised Prices
1-15 units $10.12
16-50 units [$10.12— ($.35-$.30)] 10.07
51-over [$10.12-—($.35— $.17)]
Proof
9.94
12,000 units X  $10.12 $121,440
18,000 units X 10.07 181,260
45,000 units X 9.94 447,300
$750,000
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Solution 5
a. COMPUTATION OF 1965 CONTRIBUTION TO THE 
PROFIT-SHARING TRUST
If C =  1965 contribution to the profit-sharing trust 
and ENE =  Eligible net earnings,
then C =  .05 ($30,000) +  .10 (ENE —  $30,000) 
and ENE =  .50 ($88,500 —  C)
Therefore C =  .05 ($30,000) +  .10 [.50 ($88,500 —  C) —  $30,000] 
C =  $1,500 +  .10 [$44,250 —  .50C —  $30,000]
C =  $1,500 +  $4,425 —  .05C —  $3,000
1.05C =  $2,925 
C =  $2,785.71
b. T h e  P rofit-Sharing T rust o f  th e  T udor C orporation
ALLOCATION O F 1 9 6 5  CONTRIBUTION TO  PARTICIPANTS
F or th e  year en d in g  D ecem ber 3 1 , 1 9 6 5
Profit-Sharing Units Percentage 
of Total
Share of 
ContributionParticipants Employment Salary Total
R. Johnson 72 units 16 units 88 units 44% $1,760
K. Kegler 64 14 78 39 1,560
M. Penny 24 10 34 17 680
Total 200 units 100% $4,000
C. T h e P rofit-Sharing T rust o f  th e  T udor C orporation
COMPUTATION AND ALLOCATION OF 
1965 FORFEITURES AND INVESTMENT INCOME
For the year ending December 31, 1965
1965 income from investments $1,400
J. Wright, forfeiture—  $7,500 [100% —  (7) (10% )] 2,250
Amount to be allocated to participants $3,650
Participants
Interest in Trust 
at 1 /1 /6 5
Percentage 
of Total
Share of Income 
and Forfeitures
R. Johnson $ 6,512 37% $1,350.50
K. Kegler 5,984 34 1,241.00
M. Penny 5,104 29 1,058.50
$17,600 100% $3,650.00
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Solution 6 City of New Arnheim
ADJUSTING ENTRIES
(Not Required)
(1)
Unappropriated surplus
Bonds payable
Investment in fixed assets from:
Revenues
Federal grant-in-aid 
General obligation bonds 
Gifts
To apportion fixed assets to General Fixed Asset group 
of accounts.
$5,000,000
3,000,000
$2,000,000
2,200,000
3,000,000
800,000
(2)
Amount to be provided for retirement of bonds 
Amount to be provided for payment of interest
General obligation bonds payable 
Interest payable in future years
To record liability for bond principal and interest in 
future years.
($3,000,000 X 3% X 9 years =  $810,000)
(3)
Unappropriated surplus
Endowment Principal Fund 
Endowment Income Fund
To segregate and apportion endowment principal and 
unexpended income.
3,000,000
810,000
256,000
3,000,000
810,000
250,000
6,000
(4)
Due from General Fund
Due to Endowment Income Fund
To record interfund transaction.
6,000
6,000
(5)
Unappropriated surplus
Allowance for uncollectible taxes
To record provision for uncollectible taxes.
(6)
Supplies on hand
Unappropriated surplus
Reserve for supplies inventory
To record the physical inventory at June 30, 1966 and to 
adjust reserve.
7,000
3,500
1,000
7,000
4,500
(7)
Unappropriated surplus
Reserve for encumbrances
To record encumbrance for unfilled orders.
5,000
5,000
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AUDITING
November 3, 1966; 8 :30  a.m. to 12:00 m
Answer 1
1. C
2. D
3. D
4. B
5. C
6. D
7. A
8. C
9. C
10. A
11. C
12. B
13. D
14. B
15. A
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Auditing 73
Answer 2
Part a. 1. The general purposes or objectives of the CPA’s review of the client’s
Federal income tax returns for prior years include:
(a) To appraise the client’s standards of income tax reporting, to 
test the arithmetic accuracy of the preparation of the returns and 
to review the treatment of specific items.
(b) To ascertain the conformity of the tax returns and financial state­
ments.
(c) To test the reasonableness of the amounts, if any, for liabilities for 
current and deferred taxes, for prepaid taxes, and for refund 
claims.
(d) To ascertain the contingency of any additional income tax assess­
ments and, conversely, the grounds for filing any claims for re­
funds of income taxes paid.
(e) To determine that the CPA’s standards of disclosure have been 
met by the financial statements.
(f) To determine the client’s need for income tax services and coun­
selling.
(g) To bring to the CPA’s attention any matters that may not have 
been discovered by other auditing procedures.
2. The specific items of information pertaining to the client’s accounting 
and income tax practices that might be obtained from a review of 
prior years’ income tax returns would include the following:
(a) Carryback and carryover net operating losses to determine the 
amount of income tax liability or refund claim.
(b) Dividend and interest income to direct the CPA’s attention to 
changes in investments.
(c) Carryovers arising from limitations on the deductibility of con­
tributions and investment credits to determine the amount of in­
come tax liability.
(d) Depreciation charges and investment credits to ascertain the 
reasonableness of the amount of depreciable fixed assets.
(e) Conformity of accounting records with income tax return data 
where required, such as in the use of the LIFO method of ac­
counting for inventories.
(f) Names of officers, prior years’ compensation, stockholdings, and 
times devoted to business will disclose management changes and 
the possibility of compensation being considered as excessive and 
nondeductible for income tax purposes.
(g) Stockholdings of 50% and over or affiliation with a controlled 
group of corporations which will affect the surtax exemption al­
lowed and may disclose conflicts of interest requiring further 
investigation by the CPA.
(h) Matters subject to the Renegotiation Act of 1951 requiring dis­
closure in the financial statements.
(i) Nondeductible personal expense items which would have to be 
considered in determining the liability for income taxes.
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P art b. 1. A CPA must sign as preparer any Federal tax return that requires 
the signature of a preparer if he prepared it and transmitted it to the 
taxpayer or another. This requirement of accepting responsibility for 
his work is imposed whether or not the return was prepared for com­
pensation.
2. The fact that the CPA rendered an adverse opinion upon the financial 
statements does not bear upon the requirement that he sign the pre­
parer’s declaration. The CPA must sign the preparer’s declaration if 
he prepared the income tax return. Indeed, the reason for the adverse 
opinion might be that the financial statements are prepared in accord­
ance with income tax accounting which may be unacceptable for 
financial reporting purposes.
3. If the CPA is not the preparer of the tax return he is not required to 
sign the preparer’s declaration. He should not sign the preparer’s 
declaration unless he has reviewed the return and acquired knowledge 
with respect to the return substantially equivalent to that which he 
would have acquired had he prepared the return. Only if such review 
has been made, may the CPA, at his discretion, sign the return.
Answer 3
a. The audit program for the account, Home Improvement Loans, would in­
clude the following procedures:
1. Determine the adequacy of the client’s system of internal control. In 
reviewing the internal control system, special attention should be given to 
the following areas:
(a) Effective separation of the function of acquiring loans from the 
servicing of loans.
(b) Control over disbursement of funds.
(c) Adequate segregation of cash handling from the duties of keeping 
the related records.
(d) Conformity of loan practices with governmental regulations.
2. Obtain a schedule of all home improvement loans receivable at De­
cember 31, 1965. The schedule should include loan number, borrower’s 
name, date of loan, loan proceeds, amount of discount, face amount of 
note, term of loan, monthly payment, current balance and date of ap­
proval. Foot the current balances and compare the total with the general 
ledger control account. Scan the general ledger control account for un­
usual entries and investigate the entries.
3. On a test basis the following procedures would be applied:
(a) Examine the various documents supporting each loan including the 
note, application, and contractor’s completion certificate. These 
documents should be scrutinized for completeness and proper exe­
cution.
(b) Trace balances of individual loans to the subsidiary ledger and scan
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entries in individual accounts. Investigate any unusual entries.
(c) Determine that the proper authority has approved the loan.
(d) Trace original loan disbursement to the cash disbursement records.
(e) If appropriate, determine that loan has been properly registered in 
the public records, such as those maintained by the county clerk.
(f) Ascertain that the discount is properly computed. On a test basis 
check the amount of precomputed interest taken into income during 
the period and the balance deferred at year end.
4. Select a representative cross section of account balances, including ac­
counts with small balances, delinquent, and inactive accounts and prepare 
positive confirmation requests. Also select for confirmation request 
purposes some accounts that were written off during the year. All ex­
ceptions subsequently reported on confirmation requests replies should 
be carefully investigated.
5. For a test period compare cash receipts posted on loan card and the 
cash receipts record. Inspect a reasonable number of borrowers’ payment 
or coupon books presented at cashier’s window or through the mail and 
check to comparable data shown on loan card. This inspection pro­
cedure may be extended over the period of the field work of the audit. 
Any discrepancies should be noted and investigated.
6. Investigate delinquent accounts and discuss their collectibility with 
responsible officials.
7. Determine that the allowance for bad debts at December 31, 1965 is 
reasonable. Scan the account and satisfy yourself that all charge-offs 
made during the year were proper. Investigate any unusual entries.
8. Determine that refunds of precomputed interest charges were proper 
and check the computation of the refund.
9. Determine that premiums on life insurance coverage have been properly 
recorded and that they are being paid to the insurance companies.
10. Obtain a written representation from the client concerning the validity 
and collectibility of the notes and the adequacy of the allowance for 
bad debts.
b. 1. The limitation on your examination should not be accepted solely upon 
the instructions of the vice president. The possibility that the request may 
be the result of an effort to conceal important information about the 
validity or collectibility of the loans suggests the importance of obtaining 
verification of the request not to confirm the accounts from the Presi­
dent or another officer. The auditor should have a responsible official of 
the Association indicate in writing the reasons why certain accounts should 
not be circulated. If the auditor is satisfied that the request is reasonable, 
the following alternative procedures should be applied to establish the 
validity and collectibility of the “no correspondence” accounts.
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(a) Examine the borrowers’ requests for “no correspondence” and com­
pare signatures thereon with signatures on loan application.
(b) Apply the audit procedures listed above to each account (except the 
preparation of confirmation requests).
(c) Examine individual account records, cash and borrower’s remit­
tance advices (if any) received subsequent to the audit date to 
determine that collections on the loans are currently being received.
(d) If acceptable to the client, contact the borrowers by telephone.
2. Where there has been a material restriction on the confirmation of re­
ceivables (as in this case), and the auditor has satisfied himself by al­
ternative procedures, it would be necessary to refer to the restriction on 
the confirmation procedures in the scope paragraph of his audit report. 
Where the auditor was not able to satisfy himself by alternative pro­
cedures, in addition to indicating the confirmation restriction in his scope 
paragraph, he would either qualify his opinion or disclaim an opinon on 
the financial statements as a whole, depending upon the materiality of the 
amounts involved.
Answer 4
a. The following audit procedures may be applied to Company records and 
documents in the examination of the data applicable to raw material purchases 
as shown on the punched cards.
1. Make a detailed review of the internal control procedures applicable to 
source data (raw material purchases) being processed. Determine that the 
system is satisfactory and that the controls are actually being observed.
2. Select a representative sample of raw material purchase punched cards. 
If printed information is not shown on the punched cards, process them 
through the tabulating equipment, maintaining control over the punched 
cards at all times. Punched card data as shown on the tabulating listing 
print-out should be checked to amounts on the prelisted taped batches of 
invoices prepared by the accounts payable department and related ven­
dors’ invoices.
3. The selected sample of vendors’ invoices should be examined for dates, 
prices, discounts, freight charges, authorized approvals, mathematical ac­
curacy and the data on the invoice should be compared with (a) informa­
tion as shown on purchase orders and purchase requisitions for terms, 
prices, quantities and authorized approvals; (b) receiving reports for 
items and quantities received; and (c) freight bills for proper rate and 
terms.
4. Determine that invoices and related source documents that have been 
processed are properly stamped, perforated, or have other markings to 
prevent duplicate payments.
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5. Names on vendors’ invoices should be checked to the Company’s authorized 
list of approved vendors or the authenticity of suppliers may be checked 
by reference to telephone or purchasing directories, credit-rating publi­
cations, etc.
b. The auditor may apply the following audit steps to satisfy himself as to the 
reasonableness of the accounts payable balance.
1. Obtain a listing of the accounts payable tabulation print-out at December 
31, 1965; foot and check total with general ledger control account. Scan 
general ledger control account noting unusual entries. Make overall evalu­
ation of accounts payable balance by employing appropriate ratios and 
comparison tests.
2. Select a representative sample of the payables outstanding from the above 
listing and trace to vendors’ invoices and related source documents for 
evidence of existence, valuation and cutoff.
3. For a reasonable period prior to and subsequent to December 31, 1965, 
examine entries in the invoice register and related vendors’ invoices, re­
ceiving reports and inventory records to determine that the entries have 
been recorded in the proper accounting period. In addition, review cash 
disbursements made during this period to ascertain that no major items 
are shown as disbursements that were not listed in the invoice register.
4. Obtain or have prepared a listing of raw material merchandise in transit 
at December 31, 1965 and satisfy yourself that all in transit items are 
included thereon. If title had passed at December 31 (i.e., goods shipped 
F.O.B. shipping point at year end) the liability should be included in 
accounts payable at December 31.
5. Ascertain whether the Company had any liability under raw material 
purchase commitment contracts at the balance sheet date. All purchase 
commitment contracts should be examined to determine if the raw material 
market price had fallen below the purchase commitment contract price. 
If it had, then a liability should be established for the difference between 
the purchase commitment contract cost and the current market price 
of the raw material on those contracts not adequately protected by firm 
sales contracts.
6. Since it is the Company’s policy to take all cash discounts, if the invoices 
are recorded in accounts payable at a net amount after deduction of cash 
discounts, cash disbursements should be examined to determine that the 
cash discounts were actually taken.
7. The year-end schedule of accounts receivable balances should be ex­
amined to determine if there are any significant credit balances applicable 
to suppliers of raw material. The nature of these credits should be investi­
gated and if they arose because of the purchase of raw materials supplies, 
they should be reclassified to raw materials accounts payable. In addition,
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debit balances in raw materials accounts payable listing should be investi­
gated and if material, reclassified to current assets.
8. The selected sample of vendors’ invoices should be reconciled with the 
monthly statements of vendors. Any differences should be noted and ap­
propriate adjustments made.
9. If creditors’ statements are not available or the client’s financial con­
dition or internal control is weak, it may be advisable to confirm accounts 
payable balances. In making the selection of accounts to be confirmed, 
select suppliers who do not appear in the year-end accounts payable listing 
but from whom the company purchased a significant volume of raw ma­
terials during the year, and accounts with material debit balances, in addi­
tion to those vendors with open account balances at the balance sheet date.
10. Obtain from the client a letter stating that all known liabilities have been 
reported in the accounts.
Answer 5
P art a. While cooperation and coordination of effort between the independent 
auditors and the regulatory accountants is laudable, this does not mean that the 
regulatory accountants would neglect those areas of special regulatory interest 
or that the independent accountants would change their generally accepted auditing 
standards. In this case, the auditor only performed a partial audit of the balance 
sheet accounts and he had no supervisory control or authority over the state in­
surance examiners who audited the asset accounts at the balance sheet date. The 
auditor’s examination of liabilities, equities, income, and expense would not be 
considered complete as all of these accounts are interrelated with assets. Under 
these circumstances, in his short-form report, the auditor should disclaim an 
opinion on the overall representations contained in the financial statements and 
clearly state limitation of scope as the reason for his disclaimer.
In addition he may give a piecemeal opinion on the individual items or specific 
areas covered by his partial examination if he was satisfied with his findings. 
However, the piecemeal opinion should not overshadow or appear to contradict 
the disclaimer of opinion with respect to the financial statements taken as a whole.
P art b. No. Generally internal control applicable to the Notes Payable to Officers 
account is weak because of the privileged position of the officers and the fact 
that few people are involved in note transactions. Hence the auditor would want to 
satisfy himself that all notes issued during the period were properly executed, that 
the proceeds were used for Company operations, that all notes paid during the 
period were canceled, that window dressing had not occurred, etc. Audit tests 
may reveal excess interest paid on notes, unrecorded notes at year end, etc. In 
addition the audit tests provide a double check on the accounts that were the 
balancing part of the entry recorded in the Notes Payable to Officers account.
P a rt c. The materiality of the amount of this loan (receivable) to the loan com­
pany and the materiality of the stock ownership in the loan company in relation
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to the brother’s personal fortune will determine whether or not the CPA will be 
considered independent. The CPA is considered to have an indirect financial in­
terest in the loan company through his brother, and if the amount is material he 
will not appear to be independent and therefore cannot render an opinion on 
Nelson Company’s financial statements.
If the receivable is not material to the loan company or the stock in the loan 
company is not material to the brother, the CPA could express an opinion on the 
financial statements of the Nelson Company so long as the CPA maintains his 
independence in thought and action.
P a rt d. Usually, in such a case, the auditor is considered to have a direct financial 
interest in the client which would impair his independence and hence the auditor 
could not express an opinion on the financial statements. However, if the son were 
independent of his father as to control and financial responsibility, and the stock 
ownership were not material to the son’s personal fortune, the auditor might be 
considered independent. Also, if a dependent son disposed of his stock after the 
balance sheet date and prior to the date the auditor accepted the engagement, 
the auditor would be independent.
A certified public accountant may be “in fact” independent, even though his 
sixteen-year old son has a financial interest in the company which he audits. 
However, he might not “appear” independent in the eyes of a reasonable ob­
server in possession of the facts. Hence, it is not enough that the CPA be inde­
pendent “in fact” because appearances to the contrary can have damaging effects 
upon the profession.
Answer 6
Dear Mr. Green:
We are pleased to submit the following suggestions for establishing good internal 
control procedures for the signing of checks and the operation of the petty cash 
fund of Importers and Wholesalers, Inc.
a. Signing Checks
1. Authorized check signers should be responsible persons and be performing 
duties independent of the preparation and approval of vouchers, preparation of 
checks and custody of blank checks. Probably the executive officers should be 
designated as check signers. Two signatures should be required on checks over a 
stated minimum amount.
2. The authorized persons should be readily available to sign checks and 
should be familiar with the details of Company operations. A delay in signing 
checks because of the unavailability of signers may result in loss of cash dis­
counts and cause other inconveniences to the Company. Persons unfamiliar with 
the Company operations may sign checks routinely and not offer the control fea­
ture of questioning unusual expenditures.
3. Evidence substantiating the disbursement, e.g. approved vouchers, should be 
submitted to each signer and canceled by him at the time of signing to avoid
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duplicate submission for payment of the same invoice. The signed checks should 
be mailed to the payees by a person under the supervision of the check signer.
4. Under no circumstances should an authorized person sign blank checks in 
advance because the internal control feature of the countersigning process would 
be lost. Spoiled checks should be mutilated to prevent their being used, and the 
mutilated checks retained in the files for inspection by the auditor or others.
5. The check signers should be covered by a fidelity bond for the Company’s 
assurance of reimbursement of losses incurred through their malfeasance.
6. The authority for persons to sign checks should be granted by resolution 
of the board of directors. Periodically the resolution should be reviewed to de­
termine that terminated employees no longer have checksigning authority and that 
the proper banking authorities have been notified.
7. A limitation should be placed on the maximum amount for which a check 
may be drawn. Checks in excess of the limitation may be signed only by the 
Company president.
8. Periodically the check signing procedures should be reviewed by the 
president or his designee for assurance that established practices are being fol­
lowed.
b. Operation of Petty Cash Fund
1. The responsibility for the petty cash fund should be vested in a responsible 
employee whose duties and responsibilities do not embrace other funds or 
negotiable assets, cash receipts, approval of disbursement vouchers, preparation 
of checks or recording of disbursements.
2. The type of expenditures and the maximum amount of a single expenditure 
should be established.
3. The total amount of the fund should be established and the fund should be 
maintained on an imprest basis.
4. Petty cash vouchers should be approved by responsible company per­
sonnel, preferably department heads.
5. Vouchers should be prenumbered and issued in numerical sequence. All 
vouchers should be prepared in ink.
6. To prevent possible abstraction of funds, cash receipts and unclaimed 
wages should not be intermingled with petty cash funds.
7. Fund reimbursement checks should be drawn to the order of the petty cash 
custodian to fix his responsibility. All vouchers and documents supporting the re­
imbursement check should be reviewed for authenticity and compliance with 
Company instructions, and canceled to prevent their reuse.
8. Employees should not be permitted to borrow from the fund and the fund 
custodian should not be permitted to cash checks.
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9. Surprise counts of the fund should be performed periodically by an officer 
of the Company.
10. Adequate physical protection of the cash should be 
theft of the funds.
Answer 7 Ute Corporation 
ADJUSTING ENTRIES 
December 31, 1965
(1)
Equipment rental expense
Prepaid equipment rental expense
Allowance for depreciation—machinery and equipment 
Liability under lease contract
Machinery and equipment
Depreciation expense—machinery and equipment 
To remove capitalized leases from machinery and equip­
ment and liability accounts and to reclassify payment to 
equipment rental accounts for transaction erroneously 
treated as a purchase.
Equipment rental expense (9/12 X $5,000) =  $3,750 
Prepaid rental expense (3/12 X $5,000) =  $1,250
(2)
Gain on self-construction of building addition 
Depreciation expense—buildings
Allowance for depreciation—buildings 
Buildings
To remove savings on self-construction from Buildings 
account and to correct depreciation recorded on new 
wing.
Self-construction, as recorded $17,500
Actual cost 16,000
provided to prevent
$ 3,750 
1,250 
2,020 
35,400
$40,400
2,020
1,500
317
317
1,500
Correction $ 1,500
Depreciation expense:
Correct amount ($16,000 X 8 1/3% X 1/2) =  $ 667
As recorded ($17,500 X 4% x 1/2) = 350
Additional depreciation expense $ 317
Computation of Life of New Building Wing
Net book value of building, 1/1/65 $60,000
÷  Annual depreciation expense ÷  4,800
Remaining life of building, 1/1/65 12½  years
Remaining life of building, 12/31/65 11½ years
To adjust life of new building wing to midyear ½  year 
Life of new building wing (8-1/3% ) 12 years
82 A nswers— N ovember, 1966
Land improvements
Depreciation expense—land improvements
Allowance for depreciation—land improvements 
Land
To reclassify land improvements and to record deprecia­
tion thereon.
($5,000 X .10 X ½ ) =  $250
5,000
250
250
5,000
(4)
Allowance for depreciation—machinery and equipment 
Depreciation expense—machinery and equipment
To adjust depreciation taken on machinery and equip­
ment retirements.
1,100
1,100
Depreciation recorded:
($22,000 X .10) =  $2,200
($26,000 X .10 X  ½ ) =  1,300
Total 3,500
Correct depreciation
($48,000 X .10 X ½ ) =  2,400
Excess depreciation $1,100
(5)
Loss on disposal of machinery and equipment
Allowance for depreciation—machinery and equipment 
Machinery and equipment
To correct machinery asset retirements to gross amount 
and record the retirement of applicable depreciation 
balance.
Gross asset retirement $48,000
Amount recorded 26,000
Asset retirement to be recorded $22,000
Allowance for depreciation ($48,000 X
.10 X 4) =  $19,200
(6)
Land
Building
Donated capital
To record at appraisal values acquisition of property do­
nated by Crux City
2,800
19,200
22,000
10,000
40,000
50,000
(7)
Depreciation expense—buildings
Allowance for depreciation—buildings
To record depreciation on building donated by Crux City 
($40,000 x  4% x  ½ )
800
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COMMERCIAL LAW
November 4, 1966; 8:30  a.m. to 12 m.
Answer 1
1. True 16. True 31. False 46. True
2. False 17. True 32. False 47. True
3. False 18. False 33. False 48. False
4. False 19. True 34. True 49. False
5. True 20. False 35. True 50. True
6. True 21. True 36. False 51. False
7. True 22. False 37. True 52. False
8. False 23. False 38. True 53. False
9. False 24. False 39. True 54. False
10. False 25. False 40. False 55. True
11. False 26. False 41. False 56. True
12. False 27. True 42. True 57. False
13. True 28. True 43. True 58. False
14. False 29. True 44. False 59. True
15. False 30. False 45. True 60. False
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Answer 2
61. True 76. True 91. True 106. True
62. False 77. False 92. True 107. False
63. True 78. False 93. False 108. False
64. True 79. False 94. True 109. True
65. False 80. True 95. True 110. False
66. False 81. True 96. True 111. False
67. False 82. False 97. False 112. True
68. False 83. False 98. False 113. True
69. False 84. False 99. True 114. True
70. True 85. True 100. False 115. False
71. True 86. False 101. False 116. True
72. True 87. True 102. False 117 Fa1se
73. True 88. False 103. True 118 False
74. False 89. True 104. True 119. False
75. False 90. False 105. True 120. False
Answer 3
121. True 136. False 151. False 166. False
122. False 137. False 152. False 167. True
123. True 138. True 153. True 168. False
124. True 139. False 154. False 169. False
125. False 140. False 155. True 170. False
126. False 141. False 156. False 171. True
127. True 142. False 157. True 172. True
128. False 143. True 158. True 173. True
129. False 144. True 159. True 174. False
130. True 145. True 160. False 175. False
131. False 146. False 161. False 176. True
132. False 147. False 162. False 177. True
133. False 148. False 163. True 178. False
134. True 149. True 164. True 179. True
135. False 150. True 165. True 180. False
Answer 4
a. The relationship between Mrs. Jones and Abor Company was a bailor-bailee
relationship. The fur jacket was delivered under a storage contract and Mrs. 
Jones, the bailor, retained title and paid the Company to store it. There was, 
therefore, a bailment which was for the mutual benefit of both parties. 
b. Abor Company, the bailee, was obligated to Mrs. Jones to store her fur jacket 
in fulfillment of the terms of the bailment contract and, at the end of the 
term of the contract, to deliver the bailed property to her. The bailee was 
under a duty to protect the property and, since the bailment was for the mutual 
benefit of both of the parties, the bailee was obligated to exercise ordinary 
care and was liable for ordinary negligence.
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Mrs. Jones, the bailor, was obligated to pay the storage charges for the 
service rendered to her and cooperate with the bailee.
c. Yes. Abor Company failed to verify the source of the request for the use 
of the jacket and thereby failed to discharge its duty to exercise due care 
which it owed to Mrs. Jones. Mrs. Jones did not agree to allow the coat to be 
used for any other purpose than for display at a fashion show. She had a 
right to rely on Abor Company to use reasonable diligence to see that the 
coat was only loaned for this purpose. Mrs. Jones’ consent to the loan of 
the coat was expressly conditioned on the coat being used in a fashion show.
d. Mrs. Jones is entitled to recover the value of the jacket at the date of its dis­
appearance, which (because of depreciation) would be an amount somewhat 
lower than the cost of the jacket. The limitation of liability on the receipt would 
not apply. It applies only to a “theft from the premises.” Here there was negli­
gence on the part of Abor Company which caused them to deliver the jacket 
to a messenger who was hired by an impostor.
Even assuming the deceit practiced on Abor Company was a “theft from 
the premises,” had Abor not been negligent the theft would not have occurred. 
Reading the limitation most strongly against the bailee who drew it, it could 
not be considered to cover a misdelivery of the fur jacket brought about by 
the negligence of the bailee.
Answer 5
a. The note is negotiable. It meets all the requirements for negotiability: It was 
signed by the maker, contained an unconditional promise to pay a sum certain 
in money, was payable on demand, and was payable to bearer.
The note was not made conditional by the fact that the instrument stated 
that it arose out of a separate agreement. This language was intended as a 
mere recital of the origin of the instrument and a reference to the transaction 
for information, for there was no indication that payment of the note was 
conditioned on the terms of the construction agreement.
b. The note was a bearer instrument and could, therefore, be negotiated to 
Charlie by mere delivery without any endorsement. Charlie is a “holder” of the 
instrument since it was negotiated to him.
c. Charlie is a holder in due course of the instrument since he took the instrument 
for value, in good faith, and without notice that it was overdue or had been 
dishonored or of any defense against or claim to it on the part of any person.
A holder takes an instrument for value when he takes the instrument in 
payment of an antecedent claim. And at the time he took the instrument, it 
was not negotiated an unreasonable time after its issue and Charlie acted in 
good faith and without notice of Albert’s defense. Charlie was not required to 
check with Albert concerning the building job and the fact that he generally 
mistrusted Blake did not mean that he was put on notice as to any defense 
which Albert might have.
d. Decision would be rendered in favor of Charlie. Albert, as maker, is primarily 
liable on the note. His defense is one which is not valid against Charlie, who 
is a holder in due course. Albert should have realized what might happen and 
should have given Blake a nonnegotiable note in order to protect himself,
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Answer 6
Part a. 1. Yes. The two shareholders of Alt Manufacturing, Inc., Able and 
Baker, have an insurable interest in the building owned by the Cor­
poration. Despite the fact that legal title to the property resides in the 
Corporation, the two shareholders as a result of their stock ownership 
have a substantial economic interest in the safety or preservation of 
the property. As such, this type of economic interest fulfills the in­
surable interest requirement and permits recovery.
2. No. The insurer’s other defense—negligence on the part of the Cor­
poration’s employee, Filmore, does not preclude recovery. Even if the 
negligence were committed by the two insured shareholders, Able and 
Baker, it would not alter the result. It is well settled that one of the 
risks covered by fire insurance is the negligence by the insured, his 
agents or employees. This is one of the basic loss factors which the in­
sured is protected against.
3. (a) Co-insurance provides that an owner who insures his property up
to a given percentage of its fair market value will recover the 
loss in full up to the face value of the policy. Failure to insure 
in accordance with the co-insurance percentage will result in the 
insured bearing a proportion of the loss in the event of a partial 
loss. The formula for determining the amount recoverable is 
stated as follows:
Amount of insurance
Recovery =  Actual loss X —— ------------ ————  ----- — ---------------
Co-insurance % X value of the property
The purpose of the clause is to motivate the insured to pur­
chase at least the given percentage of insurance on the property. 
This is necessary for two reasons. First, most losses are partial 
and a small amount of insurance would normally be sufficient. 
Second, fire insurance rates are uniform per hundred or thousand 
dollars of coverage rather than being stated on a decreasing rate 
as the amount of coverage increases.
(b) The co-insurance clause would not limit recovery in that it only 
applies to partial losses. Here the loss was total.
4. Yes. The insurance carrier is entitled to be subrogated to the claims 
that the insured would have against anyone causing destruction of the 
insured property. Since the corporation would have the right to sue 
the negligent employee for his negligence in causing the loss, the 
insurer can assert this right against Filmore.
Part b. 1. Yes. The owner of the building has an obvious insurable interest in 
the property. He has legal title to the property, a fee simple in all 
probability, which has always been recognized as satisfying the in­
surable interest requirement. The fact that his interest is not possessory 
does not detract from this.
The tenant also has an insurable interest in the property—the 
leasehold. This is a legally recognized possessory interest in the property 
and as such is insurable.
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2. Recovery will be determined on the basis of the fair market value of the 
respective interests at the time of loss.
Answer 7
Part a. No. An accountant is not liable for his negligence to third parties who 
are neither parties to the contract of hire nor parties who are clearly in­
tended to be benefited by the contract. Since at the time of the engage­
ment of Charles, Henry had not even appeared upon the scene, it obviously 
cannot be said that he was intended to be a third party beneficiary of the 
services rendered by Charles.
Part b. Yes. The Securities Act of 1933 specifically provides in such cases that 
accountants are liable to members of the investing public who purchase 
shares of stock sold pursuant to a public offering. The law provides that 
every accountant examining financial statements included in a registra­
tion statement is obligated to all acquirers of the registered securities to 
exercise reasonable care and to have reasonable grounds for belief as to 
his representations.
Part c. No. Johnson would not be liable. An accountant in performing his services 
must do so in a nonnegligent manner. The standard imposed upon ac­
countants is stated in terms of possessing the average degree of learning 
and skill of accountants in the particular area and exercising same with 
reasonable care. The law has, in effect, adopted the accounting profes­
sion’s generally accepted standards of care and competence.
Applying the above standard to the facts of this case it is clear that John­
son has not performed his duties in a negligent manner. The failure to 
discover the clever forgeries is not the type of conduct which the law 
would categorize as negligent. The accountant’s required standard of 
learning and skill simply does not encompass such a situation.
Part d. No. Andrews was entitled to performance by Williams and need not ac­
cept the performance by Franklin. The relationship between a CPA and 
his client is personal and such that it involves mutual trust and confidence 
and therefore the duty to perform the engagement is nontransferable. 
This result is in accordance with generally accepted rules of agency and 
contract law.
Answer 8
a. Mr. Smith’s Residuary Estate is to be set apart for his surviving descendants, 
in equal shares per stirpes. Donald, Alice and Marie are all surviving descend­
ants of Mr. Smith. The words “per stirpes” indicate that Alice and Marie are 
to share the amount which would have been received by their mother, Rita, 
if she had survived. Therefore, Donald is entitled to have a share in the 
amount of $50,000 set apart for him, and Alice and Marie are each entitled 
to have a share in the amount of $25,000 set apart for them. Since Donald is
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over the age of twenty-five, he is entitled to have his share distributed to him 
outright. Since Alice and Marie are both under that age, their shares are to 
be placed in separate trusts for their primary benefit and they are to receive 
the net income from their respective trusts until they reach the age of twenty- 
five or sooner die. If they reach the age of twenty-five they receive the prin­
cipal of the trust fund outright. If a beneficiary dies before reaching that age, 
the trust fund is payable in accordance with the terms of her will, or, if she 
does not effectively exercise the power given to her, it is payable to XYZ 
charity.
b. 1. No. The trustee is given no power to accumulate income under the terms
of the trusts. In absence of such an express power, the trustee is not 
authorized to accumulate income and must at reasonable intervals pay all 
of the net income from the trusts to the respective income beneficiary’s pur­
suant to the terms of the trusts.
2. A beneficiary of a trust is given a “testamentary,” “limited” power of ap­
pointment over the principal of this trust. The power is “testamentary” be­
cause it may only be effectively exercised on the death of the beneficiary, 
if he dies prior to reaching the age of twenty-five leaving a will which is 
duly admitted to probate and under which he has effectively exercised 
the power. The power is limited because it may only be exercised in favor 
of persons other than the beneficiary, his estate, his creditors or the 
creditors of his estate. The power is so limited in order to avoid the in­
clusion of the trust principal in the beneficiary’s estate for estate tax pur­
poses, if the beneficiary dies during the time the trust remains in effect.
c. The cy pres doctrine allows the court having jurisdiction over the trust to de­
cree that the trust principal may be distributed to another charity which is in 
existence having similar interests as XYZ charity. The doctrine prevents the 
loss of money to charity by carrying out to the extent possible the general 
intent of the testator which could not be specifically carried out since XYZ 
charity is no longer in existence.
d. No. Under the trust provision, any trust is not to remain in effect for longer 
than the life of one person who was alive at the death of the testator. There­
fore, the rule against perpetuities (which generally voids trusts to remain in 
existence for longer than a reasonable number of lives in being at the testator’s 
death plus twenty-one years) could not possibly be violated by the trust pro­
visions.
THEORY OF ACCOUNTS 
November 4, 1966; 1 :30 p.m. to 5 p.m.
Answer 1
1. M arketable securities. The statement does not disclose the valuation basis 
(cost; cost or market, whichever is lower; or market) of the securities. Neither 
is it clear against what type of securities the tax liability is being offset. U.S. 
treasury bills may be used to pay the income tax indebtedness to the U.S. gov­
ernment and hence may offset the tax liability. Although offsetting other U.S. 
government securities against it may not be so significant a departure that an 
exception is necessary, this practice would result in netting a liability with an 
asset that is even less liquid (for the purpose of paying the tax liability) than 
cash— an asset that would never be netted in anticipation of the actual pay­
ment of the liability. Furthermore, the offset should be disclosed by stating in 
the current liability section the full amount of accrued taxes less the tax pay­
ment value (cost plus the discount accumulation at the date of the statement) 
of the securities.
2. Trade accounts receivable, net. The statement does not disclose the amount 
of the allowance for doubtful accounts parenthetically, in a footnote, or as a 
deduction from gross receivables. A  knowledge of the estimated amount of 
shrinkage due to bad debts permits an appraisal of the Company’s credit and 
collection policies. The absence of the amount of the allowance may also cast 
doubt on its adequacy.
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3. Trade acceptances receivable. The statement does not disclose the amount of 
trade acceptances receivable estimated to be uncollectible— also information 
which is needed in order to appraise the Company’s credit and collection 
policies. In addition the statement presents trade acceptances receivable after 
trade accounts receivable. Trade acceptances receivable are usually presented 
after marketable securities, being more liquid than trade accounts receivable. 
Also, treating the $1,348 of acceptances discounted as a current liability over­
states trade acceptances receivable and current liabilities by that amount. The 
contingent liability on discounted acceptances receivable materializes only upon 
default by the maker of the acceptances. Hence trade acceptances receivable 
should be shown at an amount net of the discounted acceptances, and the 
contingent liability should be mentioned parenthetically or in a footnote.
4. Inventory. The valuation basis and costing method used to value the inventory 
are not disclosed. They should be disclosed because the significance of the 
amounts cannot be evaluated without knowing the methods used to produce 
them.
5. Equipment. The statement does not present the lease, an intangible fixed 
asset, adequately. A noncancelable lease that gives the lessee the right to re­
new the lease for a substantial portion of the useful life of the equipment at 
substantially less than the rental value is actually a purchase in substance. The 
equipment and the related obligation should be included in the body of the 
statement as a fixed asset and a long-term liability since a material equity 
in the equipment is created. The asset and liability should be carried at the 
discounted amount of the future lease rental payments, exclusive of payments 
to cover taxes and operating expenses other than depreciation. The property 
should be depreciated over its useful life rather than over the initial period 
of the lease.
6. Stock dividend payable. The statement presents the unissued stock dividend 
payable as a liability. A stock dividend payable is an element of corporate 
capital and not a liability because there is no obligation on the part of the 
corporation to distribute assets. A stock dividend declaration is revocable up 
to the date of issuance. Also, there is a formally announced intent to issue 
capital stock of a specific number of shares.
Stock dividends declared but unissued at the balance-sheet date should be 
shown as a separate classification in the stockholders’ equity section, and the 
number of shares to be issued should be indicated. When the shares are issued 
shortly after the balance-sheet date but before the statements are released, the 
balance sheet may give effect to the issuance of the shares, appropriately ex­
plained. It is also permissible, however, not to show the balance-sheet change 
resulting from the declaration other than to disclose by footnote the nature 
of the declaration and the amount of retained earnings to be capitalized.
Answer 2
a. 1. The EDP program development costs represent benefits to be received by 
the firm in the future. However, the duration of the expected future bene­
fits is uncertain and they are not all likely to be recovered within the next
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year or current operating cycle. They also represent the cost of developing 
the capability for utilizing EDP equipment—not an inventory of supplies 
or rights to services in the ordinary sense. Although one might classify 
the current portion of the unamortized cost as a prepaid expense and the 
noncurrent portion with “deferred charges,” this alternative is not desirable.
2. An intangible asset is usually defined as a capital asset having no physical 
existence and dependent for its value upon rights which possession confers 
upon the owner. However, an important characteristic of most intangibles 
is the high degree of uncertainty regarding the value of the future benefits 
to be received. The programs developed are unlikely to have any alternative 
uses and although their value is derived from future revenues, it is impos­
sible to determine what part of the revenue results from having such a pro­
gram and what part results from the use of other assets. Hence, the EDP 
program development costs probably should be classified as an intangible 
asset with limited life.
3. A tangible fixed asset does derive its economic value from the expectations 
of future earning power. However, most tangible assets have value in al­
ternative uses and their value to the firm can usually be compared with 
their physical condition, their replacement cost, the market value for used 
assets, and the market for the product of the enterprise. The EDP program 
development costs do not pertain to the physical characteristics of the pro­
gram decks or tapes which deteriorate with use. The cost of the medium 
on which the program is produced (and can be reproduced) is nominal 
compared to the EDP program development cost itself. Even though soft­
ware is an integral part of an operative EDP installation, the EDP pro­
gram development costs are more like limited-life intangibles than tangible 
fixed assets. But the development costs might be lumped with the com­
puter setup costs when the software is inextricably linked to a stable, 
limited application and only the special-purpose computer for which it was 
designed.
b. 1. The strength of the straight-line method for this application is its assump­
tion that the service value of the asset declines as a function of time rather 
than of use. However, the method also assumes that the expenses of main­
taining the asset are relatively constant over the life of the asset. Further­
more, the straight-line method ignores the cost of capital and thereby pro­
duces an increasing rate of return on investment when the benefits and costs 
of using the asset are constant and should produce a constant rate of return 
on investment. Since, however, the straight-line method also assumes that 
the operating efficiency of the asset is just as good in the last year as in 
the first year, the effect of ignoring the cost of capital can be offset to the 
extent the operating efficiency of the program declines with modifications 
that are made through time. The straight-line method also is simple to 
compute and explain to management.
2. It generally is true that benefits derived from programs increase as the pro­
grams are refined in use. Thereafter, however, increasing-charge methods 
are not appropriate for amortizing the EDP program development costs be­
cause they do assume the benefits from the programs and the operating
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efficiency of the programs will be increasing through time and the costs of  
modifying the programs will be decreasing through time. Of course, the 
annuity method merely assumes these factors constant as does the straight- 
line method. The only difference is that the annuity method considers the cost 
of capital and, hence, the asset value each year represents the discounted 
value of the remaining benefits. Its principal weakness for this application is 
that it generates total depreciation charges in excess of depreciable cost by 
the amount of the total interest earned during the life of the asset, a result 
that is contrary to the cost and realization rules that are generally accepted. 
The sinking fund method, however, does not.
3. Decreasing-charge methods seem to be most appropriate for amortizing the 
EDP program development cost. They assume decreasing annual benefits and 
operating efficiency and increasing costs of modification and maintenance. 
Perhaps most significant they recognize the uncertainty of measuring the 
value of benefits from EDP program development costs through time. Since 
benefits in the first year are more certain than benefits in later years, the 
latter are discounted more heavily and, therefore, a larger part of the cost 
of the asset is allocated to the earlier years. Since a large proportion of 
the depreciable cost is recovered in the early years, decreasing-charge meth­
ods compensate for the interest factor they ignore. They do produce results 
that fall within the cost and realization rules that are generally accepted.
4. Variable charge methods are not appropriate for the amortization of the EDP 
program development cost because they assume that the service value of 
the asset declines as a function of use rather than of time. More im­
portantly, they assume that obsolescence can be forecasted with certainty. 
Neither of these conditions can be presumed to exist in this situation. There 
are many uncertainties in developing an adequate activity base and fore­
casting the quantity of services involved. These methods also assume that 
benefits and modification costs are proportional to use. As the methods 
probably would have to be applied, the cost of capital would be ignored 
because an equal amount of service value would be assigned to each unit of 
service even though the later units of service are worthless because of time 
costs.
Answer 3
a. The various accepted methods for recognizing revenue in the accounts are as 
follows:
1. Sales method. This method is currently acceptable when the costs and ex­
penses related to the particular transaction are reasonably determinable in 
the period of sale and when the collection of the sales price is reasonably 
certain.
2. Sunk cost, cost recovery, or cash receipts method. This method is cur­
rently acceptable when the recovery of cost is doubtful and when collection 
risks are high.
3. Production method. This method is currently acceptable in extractive indus­
tries where the salability of the product at a predetermined price is likely
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and in the agricultural industry where there is a price-supported market for 
the product and reasonable assurance that the crops will be harvested.
4. Percentage-of-completion method. This method is currently acceptable when 
the profit margin at the completion of the contract can be estimated reason­
ably well, when the profit margin undoubtedly can be maintained, and when 
delay of recognition to the period in which the contract is fulfilled would 
“favor” that period.
5. Installment method. This method is currently acceptable when collections 
are received in installments, when there are substantial “after costs” that 
unless anticipated would have the effect of overstating income on a sales 
basis in the period of sale, and when collection risks are high.
6. Cost incurred method. This method is currently acceptable for cost-plus- 
fixed-fee contracts when acceptance of the product is reasonably assured 
and when costs can be substantiated to or have been accepted by the 
customer.
b. 1. The “crucial event”—that is, the most difficult task in the cycle of a com­
plete transaction—in the process of earning revenue may or may not 
coincide with the rendering of service to the subscriber. The new director 
suggests that they do not coincide in the magazine business and that 
revenue from subscription sales and advertising should be recognized in the 
accounts when the difficult task of selling is accomplished and not when 
the magazines are published to fill the subscriptions or to carry the ad­
vertising.
The director’s view that there is a single crucial event in the process of 
earning revenue in the magazine business is questionable even though the 
amount of revenue is determinable when the subscription is sold. Although 
the firm cannot prosper without good advertising contracts and while ad­
vertising rates depend substantially on magazine sales, it also is true that a 
reader will not renew his subscription unless the content of the magazine 
pleases him. Unless subscriptions are obtained at prices that provide for the 
recovery in the first subscription period of all costs of selling and filling 
those subscriptions, the editorial and publishing activities are as crucial as 
the sale in the earning of the revenue. Even if the subscription rate 
does provide for the recovery of all associated costs within the first period, 
however, the editorial and publishing activities still would be important since 
the firm has an obligation (in the amount of the present value of the costs 
expected to be incurred in connection with the editorial and publication 
activities) to produce and deliver the magazine. Not until this obligation is 
fulfilled should the revenue associated with it be recognized in the accounts 
since the revenue is the result of accomplishing two difficult economic tasks 
(selling and filling subscriptions) and not just the first one. The director’s 
view also presumes that the cost of publishing the magazines can be cal­
culated accurately at or close to the time of the subscription sale despite 
uncertainty about possible changes in the prices of the factors of production 
and variations in efficiency. Hence only a portion—not most— of the revenue 
should be recognized in the accounts at the time the subscription is sold.
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2. Recognizing in the accounts all the revenue in equal portions with the 
publication of the magazine every month is subject to some of the same 
criticism from the standpoint of theory as the suggestion that all or most 
of the revenue be recognized in the accounts at the time the subscription is 
sold. Although the journalistic efforts of the magazine are important in the 
process of earning revenue, the firm could not prosper without magazine 
sales and the advertising that results from paid circulation. Hence some 
revenue should be recognized in the accounts at the time of the subscription 
sale.
This alternative, even though it does not recognize revenue in the ac­
counts quite as fast as it is earned, is preferable to the first alternative be­
cause a greater proportion of the process of earning revenue is associated 
with the monthly publication of the magazine than with the subscription sale. 
For this reason, and because the task of estimating the amount of revenue 
associated with the subscription sale often has been considered subjective, 
recognizing revenue in the accounts with the monthly publication of the 
magazine has received support even though it does not meet the tests of 
recognition so well as the next alternative.
3. Recognizing in the accounts a portion of the revenue at the time a cash 
subscription is obtained and a portion each time an issue is published meets 
the tests of recognition better than the other two alternatives. A portion of 
the profit is recognized in the accounts at the time of each major or crucial 
event. Each crucial event is clearly discernible and is a time of interaction 
between the publisher and subscriber. A legal sale is transacted before any 
revenue is recognized in the accounts. Prior to the time the revenue is 
recognized in the accounts, it already has been received in distributable 
form. Finally, the total revenue is measurable with more than the usual 
certainty, and the revenue attributable to each crucial event is determinable 
using reasonable (although sometimes conceptually unsatisfactory) assump­
tions about the relationship between revenue and costs when the costs 
are indirect.
Answer 4
a. 1. The term “finished goods inventory” refers to manufactured personal prop­
erty that the manufacturer is holding for sale in the normal course of its 
operations, but in some cases manufacturers may include items bought for 
resale in “finished goods.” Only units of product that require no more than 
a minimum of additional processing (such as polishing or crating) before 
shipment to the buyer should be classified as finished goods inventory.
2. All the extra components would fit the definition above and would be 
classified properly as finished goods inventory if they were to be held ex­
clusively for sale; none of them (even though they are an asset) would be 
classified as finished goods if they were to be kept exclusively for the normal 
replacement of defective components. Since the extra components actually 
are made and used for both purposes, they could be classified accordingly. 
Extras that are manufactured on jobs shipped far enough in advance of
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the cut-off date for the customer to have found any defectives and notified 
the Haag Company could be classified as finished goods inventory. Extras 
manufactured on jobs shipped immediately prior to the cut-off date could 
be subdivided on the basis of the best estimate, however rough, that could 
be made at the time the statements are being prepared.
A more practical expedient might be to classify all extras as finished 
goods inventory. This approach recognizes the uncertainty of a preliminary 
classification and the need for accounting control of the extras. It also 
prevents the netting of units of product for normal replacement purposes 
against the estimated liability for the replacements.
b. Incremental cost may be defined as the change in total cost that accompanies 
the addition or subtraction of one unit or a block of several units of output.
Incremental cost may be defined as the rate of change of total cost as output 
changes. This definition also could be expressed mathematically: where
∂ TT — total cost and X =  output, incremental cost = ------ .
∂X
Since incremental cost also is usually assumed to be independent of fixed 
cost, incremental cost is sometimes defined as the rate of change of variable 
costs as output changes. This definition also could be expressed mathematically:
∂Vwhere V =  variable cost and X =  output, incremental cost =  ------ .
∂X
c. The value of the extra components depends upon their sale or their use in 
replacing defective components.
1. Carrying the extras at no or nominal cost would imply that the prob­
ability of their sale or use as replacements is very low. The extras that have 
been produced recently are very likely to be needed as replacements and 
hence should be carried at a more than nominal cost. If the guaranty period 
on the related components has passed, however, their value is determined 
by the likelihood that they will be sold and may approach zero even though 
keeping them is worthwhile.
2. The extras that were produced for sale may be carried at full cost be­
cause future benefits are expected from having them available for sale. 
Since extras are sold infrequently, however, the number so carried pre­
sumably would be small.
3. Incremental cost is the appropriate valuation of the extras that are expected 
to be used for replacement of components. The sale of components creates 
an estimated liability to replace components without charge. Provision for 
discharging this liability consists of producing extras, the incremental cost 
of which is a valid measure of the liability and of the value of the extras.
Answer 5
a. Theoretical capacity is the level of activity at which a plant could produce if 
operated 100 per cent of the time with no allowances for delays, breakdowns, 
 holidays or weekends. The level of activity at which a plant can operate
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realistically if it does not lack production orders (sales volume) is practical 
capacity (theoretical capacity less anticipated capacity losses due to, e.g., 
weekends and holidays and unavoidable repairs, breakdowns, and shortages of 
material and labor). Normal (or average) capacity, on the other hand, is a 
modification of practical capacity for the lack of production orders over a 
period long enough to include seasonal and cyclical fluctuations and is gen­
erally the basis for long-range planning, standards, and the allocation of over­
head costs. Expected capacity is a modification of practical capacity for the 
lack of production orders in one operating period and is often used in com­
prehensive operating budgets when the expected capacity is substantially dif­
ferent from the normal capacity.
b. The president should review several financial considerations before he decides 
to accept or reject the order.
The starting point in analyzing the desirability of accepting the order is 
an estimate of the order’s contribution to the recovery of fixed costs. The 
additional revenue of $4.90 per unit [$7.00 (100% —  30% ) =  $4.90] ex­
ceeds the estimated additional variable manufacturing costs of $4.20 per unit 
($5.00 —  $.80 =  $4.20) that will be incurred in producing the units to 
fill the order. Since the units for the order can be manufactured without in­
creasing practical capacity or foregoing any of the normal sales volume for 
lack of capacity, it appears that the president should accept the order.
However, the analysis above is not conclusive. The $.70, per unit con­
tribution to the recovery of fixed costs also will have to absorb any increases 
in selling and administrative expenses caused by accepting the order.
In addition, since the estimate of the contribution to the recovery of over­
head was based on a separation of fixed and variable costs, the separation 
should be valid and reliable. The fixed costs should be stable within the rele­
vant range of production volume, and the variable costs should vary directly 
with production volume. Semivariable costs that are material should be 
broken down into their fixed and variable components by the use of a reliable 
criterion such as, for example, the least-squares method in regression analysis 
(even this technique is not always appropriate because there are semivariable 
costs which vary in an irregular, curvilinear manner). If there are many 
decisions at Cox which arc influenced by the classification of costs according 
to their relationship to changes in volume, a comprehensive analysis will be 
justified; otherwise, of course, it will not be justified.
c. 1. Overapplied overhead is the excess of overhead applied at a predetermined 
rate to units produced during a period over the actual overhead incurred 
in producing the units. It results from the need to approximate in advance 
the amount of overhead required to produce a unit of product for a 
period (in Cox’s case: estimated manufacturing overhead for 1966 ÷  the 
number of units representing normal capacity) so that costs may be ac­
cumulated and analyzed during as well as after the period.
2. Overapplied overhead may be caused by one or more major factors. Part 
of the overapplied overhead may be caused by the production of more 
units than the level of activity assumed when the rate to be applied was
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predetermined. Cox is very likely to have a volume variance in 1966 if the 
president accepts the order because the rate being applied was computed 
under the assumption that the plant would be producing only at normal 
(or close to normal) capacity when, in fact, the plant will be producing 
at practical (or close to practical) capacity. The volume variance in this 
case, then, would be a measure of the benefit of operating at above-normal 
capacity.
Overapplied overhead also may result from a disproportionate decrease 
in the number of hours required to produce the additional units because of,
e.g., experience and longer runs. The actual cost of overhead items also 
may have decreased and thereby contributed to the overapplied overhead.
3. Overapplied overhead as such should not appear in the statement of finan­
cial position as of December 31, 1966.
Since most of it will result from the initial underestimate of production, 
the overapplied overhead is applicable to the period and generally should 
reduce cost of goods sold. However, it should be prorated to work in process, 
finished goods and cost of goods sold to the extent that it results from 
misestimates of overhead rates (e.g., indirect materials and labor).
Answer 6
a. The principal limitation of consolidated financial statements results in the fol­
lowing problems:
1. Readers of consolidated financial statements will be unable to evaluate the 
financial position and results of operations (neither of which is shown 
separate of the parent’s data) of the subsidiaries from consolidated finan­
cial statements.
2. Since consolidated assets are not generally available to meet the claims of 
creditors of a subsidiary, creditors will have to look to the financial state­
ments of the debtor (subsidiary) corporation. Similarly, creditors of the 
parent company are most interested in only the assets of the parent com­
pany, although large creditors are likely to gain control over or have 
indirect access to the assets of subsidiaries in the case of parent company 
default.
3. Asset liens that affect the rights of creditors are difficult to show and ex­
plain clearly on consolidated financial statements.
4. Because consolidated financial statements are a composite, a weak sub­
sidiary is difficult to single out among strong ones.
5. Ratio analyses based on consolidated data are not reliable guides, espe­
cially when the related group produces a conglomerate of unrelated product 
lines and services.
6. A consolidated balance sheet may be misleading when used in an evalu­
ation of the liquidity of inventories if intercompany sales are substantial 
and the finished goods of one company become the raw materials of an 
affiliate.
7. Consolidated financial statements do not provide adequate information 
about the relationship of the subsidiary’s earnings to interest and preferred 
dividend requirements.
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8. Consolidated financial statements do not disclose data about subsidiaries 
that are unconsolidated or about those which were consolidated but which 
have a few questionable items because of, for example, the course of 
events in or the policies of foreign governments.
9. A reader of consolidated financial statements cannot assume that a certain 
amount of unrestricted consolidated retained earnings will be available 
for dividends since subsidiaries must declare dividends before the divi­
dends become available to the parent company and data on the ability of 
a subsidiary to pay the dividends are frequently not available.
b. 1. If the acquisition of Juilliard Company is a purchase, the assets and lia­
bilities of Juilliard Company will be stated on the consolidated balance 
sheet at the fair value of the consideration given or the fair value of the 
assets received, whichever is more accurately determinable.
The difference between the exchange price and the par value of the shares 
given to Juilliard Company will be classified on the consolidated balance 
sheet as capital contributed in excess of par value. Of this amount any dif­
ference between the fair value of the assets and their book value should 
be apportioned among (a) that which is attributable to tangible assets or 
specific intangibles and should be so allocated and amortized over the 
appropriate period of useful life; (b) that which is attributable to goodwill 
which appears to have limited life and should be amortized over the period 
of expected limited life; and (c) that which is attributable to goodwill which 
does not appear to have limited life and should be carried forward to future 
periods until evidence exists that the value is impaired.
The retained earnings on the consolidated balance sheet will be limited 
to the retained earnings of Lincoln Corporation prior to the acquisition, 
less adjustments coincident to the purchase.
2. If the combination is a pooling of interests, the assets and liabilities of 
Juilliard Company will be included in the consolidated balance sheet at 
their book value to Juilliard Company.
The equity accounts of the Lincoln Corporation and the Juilliard Com­
pany will be stated on the consolidated balance sheet at their respective 
book values, except for adjustments necessitated by differences in par value 
of the capital stock accounts or any other adjustments deemed necessary 
at the date of pooling.
The combination of undistributed earnings on the consolidated balance 
sheet is well established in practice, even though one can argue that to do 
so results in the transfer of undistributed earnings to a “new” corporation— 
meaning a “new” corporation could start with some retained earnings, or 
that an existing corporation can increase its retained earnings as a result 
of “asset acquisitions.”
c. 1. Strict adherence to the entity theory of equities would lead to the treat­
ment of minority interests (and other equities resulting from contributed 
capital) as liabilities. However, neither the Lincoln Corporation nor the 
Juilliard Company is obligated to repay capital contributed to the Juilliard 
Company by the minority even though the minority may not have a voice 
in the management of the company or because the managing interests will
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overlook nominal legal distinctions to prepare financial statements that 
summarize the assets, liabilities and equities of both companies as if they 
were one. Hence, there is little justification for classifying the minority in­
terest as a liability in the consolidated financial statements.
2. Strictly following the proprietary theory of equities would lead to the treat­
ment of minority interests (and other equities resulting from contributed 
capital) as a part of stockholders’ equity. Consolidated financial statements 
will be prepared for the purpose of reporting the financial position and re­
sults of operations of both companies as if they were one. The combined 
ownership interests of the controlling and minority groups are regarded as 
making up the consolidated ownership. Hence the minority interest is re­
garded as just another element in the ownership, which in fact it actually 
is regardless of how much or how little voice minority stockholders have in 
the management of the organizations. Treating the minority interest as a 
part of stockholders’ equity is preferable.
3. Reporting the minority interest on the consolidated balance sheet in a sepa­
rate classification between liabilities and the stockholders’ equity of the Lin­
coln Corporation would be preferable if it could be presumed that consoli­
dated stockholders’ equity should be restricted to the controlling interests 
because the minority interest is in only the subsidiary and its assets. If this 
presumption were applied to the elimination of intercompany profits in 
inventories, however, the result would make the valuation of the inventory 
dependent upon the number of shares of capital stock held by various stock­
holders. Hence, the presumption has undesirable side effects and allows the 
side issue of minority status to confound the major objective of the con­
solidated balance sheet—i.e., presenting the financial position of the two 
companies as if they were one. Also, this alternative presumes the existence 
of an equity which is neither a liability nor a stockholder’s equity; there is 
not yet a persuasive explanation for the nature of such equities. Therefore, 
in theory this alternative is not so preferable as the preceding one.
Answer 7
a. The “cash surrender value” of a life insurance policy is the amount of a life 
insurance premium that exceeds basic insurance charges and is returnable in 
the event that the policy is surrendered or cancelled. It is considered to be 
an investment. At the end of the first year of a policy there is little or no cash 
surrender value since a portion of the first year’s premium is applied by the 
insurance company to the recovery of its costs of selling and initiating the 
policy. However, the increase in cash surrender value is ordinarily uniform 
after the first year of the policy’s existence.
b. The cash surrender value of a life insurance policy in force should be classi­
fied as a noncurrent investment and not as a current asset. An investment must 
be temporary in nature and readily marketable in order to be classified as a cur­
rent asset. A life insurance policy is generally not a temporary contract because 
a company ordinarily would not cancel a “key-man” policy before the man’s
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death. Nor would a company be likely to exercise the marketability feature of 
the policy by converting the cash surrender value to cash within the normal 
operating cycle of the business under the usual circumstances.
c. 1. Crediting Retained Earnings for $100,000 is not appropriate since there is 
no provision for the cancellation of the cash surrender value recorded in the 
accounts and because $13,600 of the proceeds is a return of investment and 
should not be credited to Retained Earnings where it will be available for 
dividends. The treatment does, however, return to Retained Earnings the 
balance (including the $13,600 return of cash surrender value) as a material 
extraordinary gain that is neither identifiable with nor the result of typical 
business operations of the period. It therefore makes $86,400 properly 
available (and $13,600 improperly available) for dividends or for transfer 
to paid-in capital by a resolution of the board of directors if there are no 
statutory or charter prohibitions against such an action.
2. Crediting $13,600 to Cash Surrender Value of Life Insurance Policies and 
$86,400 to Retained Earnings is the most acceptable alternative. It provides 
for the cancellation of the cash surrender value through the return of the 
investment. It also returns to Retained Earnings $86,400 as a material extra­
ordinary gain that is neither identifiable with nor the result of typical busi­
ness operations of the period. This treatment also makes $86,400 available 
for dividends or for transfer to paid-in capital by a resolution of the board 
of directors if there are no statutory or charter prohibitions. The treatment, 
therefore, does not prevent the board of directors from carrying out the 
intent of the arrangement by capitalizing the excess as paid-in capital.
3. The last alternative— crediting $13,600 to Cash Surrender Value of Life 
Insurance Policies, $15,900 to Retained Earnings, and $70,500 to Donated 
Capital from Life Insurance Proceeds— also provides for the cancellation 
of the cash surrender value. Recognizing the excess of proceeds over the 
amount of premiums paid appears to be consistent with Mr. Tillich’s inten­
tion to protect the Corporation from any loss of earning potential upon his 
death. The liquidity could be useful in providing funds for the redemption 
of shares from the estate. However, the treatment is not consistent with the 
fact that the transaction affected the earning power of the Corporation and 
should be reported first as an extraordinary gain that is neither identifiable 
with nor the result of the typical business operations of the period but 
which nevertheless resulted from the profitable administration of resources. 
Furthermore, Mr. Tillich’s insistence upon and the board’s authorization for 
“keyman” insurance were the acts of corporate officials and not essentially 
the acts of donating stockholders, especially since the Corporation paid the 
premiums on the insurance. This treatment, therefore, is not so preferable 
as crediting $86,400 to Retained Earnings.
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ACCOUNTING PRACTICE— PART I 
May 17, 1967; 1:30 to 6 :00  p.m.
Solution 1
1. B 11. B
2. D 12. A
3. C 13. D
4. B 14. C
5. C 15. E
6. C 16. D
7. E 17. E
8. D 18. B
9. E 19. A
10. A 20. E
Solution 2
a. 1.
The Good Deal Appliance Company
SCHEDULE OF UNREALIZED GROSS PROFIT 
ON INSTALLMENT SALES
At December 31, 1966 and 1965
1966 contracts ($56,000 X 38.5%) 
1965 contracts ($17,300 X 42%) 
1965 contracts ($42,000 X 42% ) 
Unrealized gross profit
1966 1965
$ 21,560 
7,266
________  $ 17,640
$ 28,826 $ 17,640
101
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Computation of
Gross Profit Percentage on Contract Sales
1966 1965
Contract sales $310,000 $221,000
Less trade-in overallowances ($22,600-$15,800) 6,800 —0—
Adjusted contract sales (A)
Cost of sales:
Beginning merchandise inventory— new
303,200
42,000
221,000
Purchases— new merchandise
Merchandise repossessed in 1966: 1965 Contracts $3,900
176,700 170,180
1966 Contracts 4,400 8,300
Total
Less ending inventory:
227,000 170,180
Merchandise—new
Repossessed merchandise
36,432
4,100
42,000
Total 40,532 42,000
Cost of sales 186,468 128,180
Gross profit (B) $116,732 $ 92,820
Gross profit percentage (B ÷  A) 38.5% 42%
2.
COMPUTATION OF LOSS ON DEFAULTED CONTRACTS 
For the Year Ended December 31, 1966
Unrecovered cost in defaulted contract balances:
1965 contracts defaulted in 1966 ($10,500 X 58%)
1966 contracts defaulted in 1966 ($8,200 X 61.5%)
Total
Less wholesale market value of repossessed goods:
1965 contracts defaulted in 1966 ($19,500 X 20%)
1966 contracts defaulted in 1966 ($11,000 X 40% )
Total wholesale market value of repossessed goods
Loss on defaulted contracts
Loss on defaulted contracts on books
Suggested decrease in Loss on Defaulted Contracts account
Adjustment required:
Unrealized gross profit $7,567
Loss on defaulted contracts
To reduce Unrealized Gross Profit account 
for the following amounts included therein 
on defaulted contracts.
1965 ($10,500 X 42% ) $4,410
1966 ($ 8,200 X 38.5%) 3,157
$ 6,090 
5,043
11,133
$ 3,900 
4,400
8,300
2,833
10,400
$ 7,567
$ 7,567
Total $7,567
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b.
STATEMENT OF INCOME 
For the Year Ended December 31, 1966
Cash
Sales
Installment
Sales Total
Sales
Less trade-in overallowances
$20,500 $310,000
6,800
$330,500
6,800
Net sales
Cost of sales
20,500
15,800
303,200
186,468
323,700
202,268
Gross profit 4,700 116,732 121,432
Less unrealized gross profit:
($ 8,200 X 38.5%) $ 3,157
($56,000 X 38.5%) 21,560 24,717 24,717
Realized gross profit from 1966 sales
Realized gross profit from 1965 sales
4,700 92,015
5,964
96,715
5,964
Total realized gross profit
Loss from defaulted contracts
4,700 97,979
2,833
102,679
2,833
Net realized gross margin $ 4,700 $ 95,146 99,846
Operating expenses 65,803
Net income before taxes
Provisions for taxes (48% )
34,043
16,341
Net income $ 17,702
Computation of Realized Gross Profit on 1965 Sales
1965 contract balance, December 31, 1965 
Less: 1965 contracts defaulted during 1966
1965 contract balance, December 31, 
Net collections during 1966 
Realized gross margin (42% )
$ 42,000
$ 10,500
1966 17,300 27,800
$ 14,200 
$ 5,964
Computation of Realized Gross Profit on 
Sale of Trade-Ins
Sale of trade-ins (Cash sales)
Cost of sales:
Allowances granted customers for merchandise traded in 
Less overallowances charged to new merchandise sales
Cost of sales
Gross profit
$ 20,500
$22,600
6,800
15,800
$ 4,700
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Journal Entries 
(Not Required)
( 1 ) * 
Goodwill $ 1,500
Capital stock—Alec Company 15,000
Paid-in capital in excess of par value—Alec Company 7,500
Retained earnings at acquisition—
Alec Company 72,000
Investment in Alec Company $ 96,000
To eliminate investment in Alec Company 
and set up consolidated goodwill.
Computation of goodwill
Investment in Alee Company at cost $ 96,000
40% of book value of Alec Company 
stock at January 1, 1965 $44,800
35% of book value of Alec Company 
stock at January 1, 1966 49,700 94,500
Excess of cost over book value— goodwill $ 1,500
Computation of Capital Stock
(1,600 +  1,400) X $5 =  515,000
Computation of Paid-in Capital in Excess of Par Value 
1,600 +  1,400 X $10,000 =  $7,500
4,000
Computation of retained earnings at acquisition:
40% of retained earnings January 1, 1965 ($ 82,000 X .40) =  $32,800 
35% of retained earnings January 1, 1966 ($112,000 X .35) =  39,200 
Investment in retained earnings at acquisition $72,000
*As an alternative to this entry the effect of the stock dividend paid by Alec Company could be 
recognized in the subsidiary company’s equity accounts at this time. If this were done, this entry 
in effect would also include what is recorded in entry # 2  which follows and entry # 2  would be 
unnecessary.
(2)*
Capital stock—Alec Company 1,500
Capital in excess of par—Alec Company 3,000
Retained earnings—Alec Company 4,500
To reverse capitalization of retained earnings for 75% of 
stock dividend paid by Alec Company.
(300 shares X $15.00 =  $4,500)
*An alternative entry would eliminate 100% of the stock dividend paid.
(3)
Retained earnings—Alec Company 12,000
Retained earnings— Prent Company 12,000
To transfer to Prent Company, 40% of the net increase in 
Alec Company’s retained earning balance for year 1965.
($112,000 —  $82,000) X 40% =  $12,000
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(4)
Treasury stock
Marketable securities
To reclassify 1,500 shares of Prent Company stock held 
by subsidiary, Alec Company, as treasury stock in 
consolidated balance sheet.
(5)
Dividend receivable—Alec Company 
Dividend income—Alec Company
To record dividends receivable from Prent Company. 
(1,500 shares at $.50 per share =  $750)
(6)
Dividend payable— Prent Company
Dividend income—Alec Company 
Dividend receivable—Alec Company 
Retained earnings— Prent Company
To eliminate intercompany dividend payable by Prent 
Company to Alec Company.
(7)
Dividend income—Prent Company 
Retained earnings—Alec Company
To eliminate intercompany cash dividend paid to Prent 
Company by Alec Company.
(3,000 shares X $1.00 =  $3,000)
(8)
Other income
Machinery and equipment
To eliminate intercompany profit on sale of machinery 
and equipment by Alec Company to Prent Company.
(9)
Intercompany payable— Prent Company
Trade accounts payable—Alec Company 
Intercompany receivable—Prent Company 
Trade accounts receivable—Alec Company
To eliminate intercompany receivables and payables.
(10)
Sales
Cost of sales
To eliminate the effect of intercompany sales and related 
cost of sales as computed below:
Prent Company sales to Alec Company
Alec Company sales to Prent Company
Prent Company sales of Alec Company merchandise to 
outsiders
Totals
18,000
18,000
750
750
750
750
750
750
3,000
3,000
800
800
8,000
24,000
24,000
8,000
182,000
182,000
Debit Credit Cost 
Sales of Sales
$ 78,000 $ 78,000 
104,000 72,800
_____________31,200
$182,000 $182,000
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(11)
Cost of sales 5,400
Inventory 5,400
To eliminate intercompany profit (30% ) in inventory 
of Prent Company on purchases from Alec Company.
($18,000 X 30% =  $5,400)
Solution 4
Tuttle Specialties Company
STATEMENT OF SOURCE AND APPLICATION OF FUNDS 
For the Year Ended December 31, 1966
Funds Were Provided by: 
Operations:
Net income $112,200
Add charges to operations not requiring working capital:
Depreciation expense (computation follows) 162,800
Loss from retirement of bonds (computation follows) 18,200
Loss sustained by wholly owned subsidiary for year 50,400 $343,600
Other sources:
Bond sinking fund 62,200
Sale of 4% serial bonds 100,000
Issuance of $120,000 par value stock at a premium
(computation follows) 209,100 371,300
Total funds provided during year 714,900
Funds Were Applied to:
Retirement of 5% mortgage bonds 328,000
Purchase of plant and equipment 186,000
Extraordinary equipment repairs 12,500
Advance to suppliers for purchase of special machinery 137,500
Cash dividends 90,000
Decrease in deferred income tax 6,500 760,500
Decrease in working capital $ 45,600
Computation of Depreciation Expense
Allowance for depreciation, December 31, 1966 $510,000
Allowance for depreciation, December 31, 1965 359,700
Difference 150,300
Add extraordinary repairs charged to reserve during year 12,500
Depreciation expense for 1966 $162,800
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Computation of Loss on Retirement of Bonds
Purchase price of 5% mortgage bonds ($320,000 @ 102½ ) $328,000
Face value of bonds payable $320,000
Less unamortized bond discount applicable to 5% bonds 10,200 309,800
Loss from retirement of bonds $ 18,200
Computation of Proceeds Received from Issuance of
$120,000 Par Value Stock
Number of
Shares Total
Capital
Stock
Premium
on
Capital
Stock
Balance, December 31, 1966 111,000 $1,262,100 $1,110,000 $152,100
Balance, December 31, 1965 90,000 900,000 900,000
Difference 21,000 362,100 210,000 152,100
Less 10% stock dividend capitalized at 
market value of $17.00 per share 9,000 153,000 90,000 63,000
Balance, $120,000 par value stock 
issued at premium 12,000 $ 209,100 $ 120,000 $ 89,100
Tuttle Specialties Company
STATEMENT OF CHANGES IN WORKING CAPITAL
For the Year Ended December 31, 1966
Balances, December 31
Changes in 
Working Capital
1966 1965 Increase Decrease
Current assets:
Cash $157,700 $100,400 $ 57,300
Certificates of deposit 175,000 175,000
Marketable securities 100,100 262,100 $162,000
Customers’ notes and accounts
receivable— current 390,000 327,300 62,700
Notes receivable discounted (100,000) 100,000
Inventories 155,400 181,200 25,800
Total 878,200 871,000
Current liabilities:
Bank loans payable— current 70,000 70,000
Accounts payable 192,400 147,600 44,800
Accrued expenses 47,100 72,300 25,200
Income and other taxes payable 128,700 25,500 103,200
Total 368,200 315,400
Working capital $510,000 $555,600 390,200 435,800
Decrease in working capital 45,600
Totals $435,800 $435,800
110 Answers—May, 1967
Solution 5
a. Calvin Corporation
ALLOCATION OF VARIANCES AND PURCHASE DISCOUNTS LOST 
TO WORK IN PROCESS, FINISHED GOODS AND COST OF SALES
For the Month of December 1966
Allocated to Cost
Allocated to of  Goods Manufactured 
Work in Finished Cost of
Total Process Total Goods Sales
Materials—price variance $1,500 $500 $1,000 $375 $625
— quantity variance 660 220 440 165 275
Direct labor—rate variance 250 50 200 75 125
Overhead—budget variance (300) (60) (240) (90) (150)
Total variances 2,110 710 1,400 525 875
Purchase discounts lost 120 40 80 30 50
Totals $2,230 $750 $1,480 $555 $925
Computation of Allocation of Adjustments 
on Basis of Equivalent Number of Units Produced 
For the Month of December 1966
Material
Pro­
duction
Units %
Direct Labor
Pro­
duction
Units %
Overhead
Pro­
duction
Units %
Work in process:
Material (1,200 units X 100%) 1,200 
Direct labor (1,200 units X
50%)
Overhead (1,200 units X 50%) 
Finished goods (900 units X
33-1/3
600 20
600 20
100%)
Cost of sales (1,500 units X
900 25 900 30 900 30
100%) 1,500 41-2/3 1,500 50 1,500 50
Totals 3,600 100% 3,000 100% 3,000 100%
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b.
COST OF GOODS MANUFACTURED 
For the Month of December 1966
Raw
Materials
Direct
Labor Overhead Total
Work in process— at standard cost:
Material (1,200 units X $7.00 X 100%) 
Direct labor (1,200 units X $2.00 X 50% ) 
Overhead (1,200 units X $2.00 X 50%)
$ 8,400
$1,200
$1,200
$10,800
Finished goods— at standard cost:
Material (900 units X $7.00)
Direct labor (900 units X $2.00)
Overhead (900 units X $2.00)
6,300
1,800
1,800
9,900
Cost of goods sold at standard cost:
Material (1,500 units X $7.00)
Direct labor (1,500 units X $2.00) 
Overhead (1,500 units X $2.00)
10,500
3,000
3,000 16,500
Total manufacturing costs at standard cost 25,200 6,000 6,000 37,200
Less work in process December 31, 1966 8,400 1,200 1,200 10,800
Cost of goods manufactured at standard cost 16,800 4,800 4,800 26,400
Add: Variance allocation (Schedule a) 1,440 200 (240) 1,400
Purchase discounts lost allocation
(Schedule a) 80 80
Cost of goods manufactured at actual cost $18,320 $5,000 $4,560 $27,880
COMPUTATION OF WORK IN PROCESS 
AND FINISHED GOODS INVENTORIES AT ACTUAL COST
December 31, 1966
Work in 
Process
Finished
Goods Total
Material— at standard cost $ 8,400 $ 6,300 $14,700
Material—price variance allocation 500 375 875
— quantity variance allocation 220 165 385
—purchase discounts lost 40 30 70
Total material 9,160 6,870 16,030
Direct labor— at standard cost 1,200 1,800 3,000
Direct labor—rate variance allocation 50 75 125
Total direct labor 1,250 1,875 3,125
Overhead— at standard cost 1,200 1,800 3,000
Overhead— budget variance allocation (60) (90) (150)
Total overhead 1,140 1,710 2,850
Total inventories at actual cost $11,550 $10,455 $22,005
Solution 1
ACCOUNTING PRACTICE— PART I 
May 18, 1967; 1:30 to 6 :00  p.m.
Roy and Mary Ward 
COMPUTATION OF TAXABLE INCOME 
For the Year Ended December 31, 1966
Adjusted gross income:
Salary and fees:
Atex Tire Inc. (Roy Ward)
Less unreimbursed travel expenses (Schedule 1) 
Community Church (Mary Ward)
Total
Dividend income (Schedule 2)
Interest income (Schedule 3)
Capital loss deductible (Schedule 4)
Total
Deductions:
Contributions (Schedule 5)
Taxes—state income taxes*
Medical expenses (Schedule 6)
Other deductions (Schedule 7)
Exemptions (4 @ 600)
Taxable income
$12,000
300
850
185
522
900
2,400
$11,700
415
12,115
35
450
(1,000)
11,600
4,857 
$ 6,743
*In some states a portion of the auto license fees would qualify as a personal property tax.
112
A ccounting Practice—Part II 113
Computation of Deductible Travel 
and Entertainment Expenses
(Schedule 1)
Travel Away
Total From Home Entertainment
Actual expenses incurred $1,500 $900 $600
Reimbursement from Company 1,000 600 400
Expenses in excess of reimbursement $ 500 $300 $200
Allocation of reimbursement:
Travel away from home $900/$ 1,500 X $1,000 =  $ 600
Entertainment $600/$l,500 X $1,000 =  400
Total reimbursement $1,000
Dividend Income
(Schedule 2 )
Total
Roy
Ward
Mary
Ward
Tomey Corporation, New York $ 60 $ 60
Chaber Corporation, Chicago 150 75 $ 75
Total 210 135  75
Less dividends received exclusion 175 100 75
Net income from dividends $ 35 $ 35 0
Interest Income 
(Schedule 3 )
Acme Savings and Loan Association, New York $ 50
Kushe Corp., Bonds, New York 400
Total $450
Computation of Net Capital Loss
(Schedule 4 )
Sales
Price Cost
Gain
or
(Loss)
Short-term capital gain:
100 shares Zelke Corp. $1,500 $ 900 $ 600
Long-term capital gain and loss:
100 shares Blouth Corp. 2,300 2,000 300
200 shares Kairo Corp. 3,500 6,000 (2,500)
Net capital loss $(1,600)
Maximum capital loss deductible
against 1966 income $(1,000)
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Contributions 
(Schedule 5)
Salvation Army $650
Community Chest— 10 shares of Fedco. stock at market value 200
Total $850
Medical Expenses 
(Schedule 6 )
Medicines and Drugs 
Less 1% of $11,600 
Dr. Dauber, M.D.
Dr. Bergen, D.D.S.
Dr. Breeme, Chiropractor 
Hospitalization insurance
Total
Less 3% of $11,600 
Total
Other Deductions 
(Schedule 7 )
Unreimbursed entertainment expenses (Schedule 1) 
Casualty loss from fire damage to summer cottage:
Value before casualty 
Value after casualty
Difference
Less insurance recovery
Casualty loss
Less $100 reduction
Deductible loss 
Total
$236
116 $120 
180 
270
75
225
870
348
$522
$200
$6,000
3,200
2,800
2,000
800
100
700
$900
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King, Gill and Fisher 
ADJUSTING JOURNAL ENTRIES
December 31, 1966  
(Formal Entries not required.)
(1)
Prepaid insurance $ 700
Fisher, capital 20
Advances from customers 
King, capital 
Gill, capital
To adjust for year-end prepayments and accruals.
$ 200 
400 
120
Computation of Effect on Capital Account Balances
Account
Increase (Decrease) 
in Capital Account 
Balance
1966 1965
Prepaid insurance:
December 31, 1966 $ 700
December 31, 1965 
Advances from customers:
(650) $ 650
December 31, 1966 (200)
December 31, 1965
Accrued interest expense:
1,100 (1,100)
December 31, 1965 450 (450)
Totals $1,400 $ (900)
Distribution of Increase (Decrease) in Capital Account Balances
Total King Gill Fisher
Increase in 1966 income
(distributed in 5:3:2 ratio) $1,400 $700 $420 $280
Decrease in 1965 income
(distributed equally) 900 300 300 300
Increase (Decrease) in Capital Account
Balances $ 500 $400 $120 $(20)
(2)
Provision for future inventory losses 3,000
King, capital 1,500
Gill, capital 900
Fisher, capital 600
To remove provision for anticipated declines in inventory
prices from 1966 expenses
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(3)
Equipment
Allowance for depreciation of equipment 
King, capital 
Gill, capital 
Fisher, capital
To capitalize equipment expenditure erroneously charged 
to expense during 1966 and to set up appropriate allowance 
for depreciation
Allowance for depreciation: ($4,400 X 20% =  $880)
(4)
King, capital
Gill, capital
Fisher, capital
Allowance for doubtful accounts
To provide for an allowance for doubtful accounts as follows: 
Current accounts ($40,000 X 85% X 2% ) $680 
Past due accounts ($40,000 X 15% X 5% ) 300
Total $980
4,400
880
1,760
1,056
704
290
334
356
980
Computation of Increase (Decrease) in Capital Account Balances 
At December 31
1966
1965 accounts receivable written off in 1966 $ 1,000
Provision for allowance for doubtful accounts (780)
1965 ($4,000 X .05) =  $200
Increase (Decrease )in Capital Account Balances December 31 $ 220
1965
$ (1,000) 
(200)
$ (1,200)
D istribution  o f  Increase (D ecrea se) in  Capital A ccount B alances
Total King Gill Fisher
Increase in 1966 income
(distributed in 5:3:2 ratio) $ 220 $ 110 $ 66 $ 44
Reduction in 1965 income
(distributed equally) (1,200) (400) (400) (400)
Totals $ (980) $(290) $(334) $(356)
(5)
King, capital 2,500
Gill, capital 1,500
Fisher, capital 1,000
Goodwill 5,
To write off goodwill recorded on the books in 1966.
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b.
COMPUTATION AND ALLOCATION OF GOODWILL
1. Investment by Wagner in the partnership for a 
25% interest
Total valuation of new partnership ($55,000 ÷ 25%) 
Book value of partnership interest prior to the
recognition of goodwill:
King, Gill and Fisher $140,000
Wagner 55,000
Amount attributable to goodwill:
Allocation of goodwill:
King $ 12,500
Gill 7,500
Fisher 5,000
Total $ 25,000
2. Capital to be invested in new partnership:
King, Gill and Fisher 
Wagner
Total capital to be invested
Expected annual earnings on capital to be invested 
($195,000 X .15)
Normal annual earnings on capital to be invested 
($195,000 X .10)
Excess earnings
Excess earnings capitalized as goodwill 
($9,750 ÷  20%)
Allocation of goodwill:
King
Gill
Wagner
Fisher
Total
$ 55,000 
$220,000
195,000
$ 25,000
$140,000
55,000
$195,000
$ 29,250
19,500
$ 9,750
$ 48,750
$ 19,500 
14,625 
9,750 
4,875
$ 48,750
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Solution 3
a. 1.
Niebuhr Corporation 
CASH FLOWS FROM OPERATIONS FOR 
PROPOSED EXPANSION PROJECT #12
Year
0 -1
Revenue $80,000
Less:
Variable costs 35,000
Maintenance, etc. 8,000
Depreciation 30,000
Total 73,000
Net income before taxes 7,000
Less income taxes @ 50% * 3,500
Net income after taxes 3,500
Add noncash expenses 30,000
Annual cash flows from
operations $33,500
Year Year
1 - 2  2 - 3
$95,000 $60,000
41,000 25,000
11,000 12,000
20,000 10,000
72,000 47,000
23,000 13,000
11,500 6,500
11,500 6,500
20,000 10,000
$31,500 $16,500
*An alternative treatment would present incom e taxes one year later, i.e., $3,500 in year 1-2 and 
$11,500 in year 2-3.
PRESENT VALUE OF NET CASH FLOWS FOR 
PROPOSED EXPANSION PROJECT #12
Year
0 -1
Year
1 -2
Year
2 - 3
Total Present Value 
of Cash Flows
Annual cash flows from 
operations $33,500 $31,500 $16,500
Present value factors .93 .80 .69
Present value of cash flows $31,155 $25,200 $11,385 $67,740
Less net of lump-sum outlays and recoveries: 
Cash investment, one year before 0,
($75,000 X 1.15) $86,250
Salvage recovery, three years after 0,
($15,000 X .66) 9,900
Present value of net cash flows for PEP #12 $ ( 8 .6 1 0 )
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b.
COMPUTATION OF AVERAGE COST OF CAPITAL
Capital Structure Amount Percentage Cost Average Cost
Short-term notes, 5% $ 3,500,000 10% 2.50% (1) .25%
Preferred stock, 4% 1,750,000 5 3.33 (2) .17
Common stock 12,250,000 35 6.40 (3) 2.24
Retained earnings 17,500,000 50 4.80 (4) 2.40
$35,000,000 100% 5.06%
(1)
(2)
(3)
5%  interest rate -  (5% interest rate X 50% tax rate) 
$4 annual dividend
$120 market price of preferred stock 
$3.20 earnings per share expected
=  2.50% cost
=  3.33% cost
$50.00 market price of common stock 
(4) $3.20 earnings per share expected (1-.25 marginal tax rate)
$50.00 market price of common stock
=  6.40% cost
=  4.80% cost
c. 1.
ESTIMATE OF MINIMUM RETURN EXPECTED
Amounts budgeted:
Fire sprinkler system 
Landscaping 
Replacement projects 
Expansion projects
Total
Percentage average cost of capital
Cost of capital for all budgeted investments
Less minimum return required on replacement projects
($600,000 X 6%)
Minimum return required on expansion projects to 
cover the cost of capital for financing the fire 
sprinkler system and landscaping in addition to the 
expansion projects
$ 300,000 
100,000 
600,000 
800,000
1,800,000
9%
162,000
36,000
$ 126,000
2.
COMPUTATION OF THE CUTOFF RATE ON EXPANSION PROJECTS
Minimum return required on expansion projects _  $150,000 = 1 8 . 75%
Amount to be invested in expansion projects $800,000 ‘
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Solution 4
a.
Shaky Company
PRO-FORMA JOURNAL ENTRIES 
January 1, 1967
(1)
Mortgage payable $600,000
Other current liabilities 12,000
Contributed capital in excess of par value 
6% cumulative preferred stock
To record cancellation of mortgage payable and 4 months’ 
accrued interest at 6%. Also to record the issuance 
of 5,000 shares of 6% cumulative if earned, nonpar­
ticipating preferred stock.
112,000
500,000
(2)
Cash in bank 450,000
Mortgage payable
To record the receipt of cash in exchange for an 8% 
mortgage payable over 15 years. Land and buildings 
owned by the corporation are security for the mortgage.
450,000
(3)
Demand notes payable 360,000
Other current liabilities (accrued interest payable) 36,000
Cash in bank 
Long-term notes payable 
Retained earnings
To record payment of $160,000 in demand notes plus 
$16,000 accrued interest at the rate of $.75 for each 
$1.00 owed; also to record conversion of $200,000 in 
demand notes plus $20,000 accrued interest to notes 
payable over 5 years at 6% interest.
132,000
220,000
44,000
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(4)
7% cumulative preferred stock 50,000
5% noncumulative preferred stock
To record the conversion of 500 shares of $100 par value,
7%, cumulative, participating preferred stock to 500 
shares of $100 par value, 5%, noncumulative, nonpartici­
pating, preferred stock. Stockholder claims to $21,000 
of dividends in arrears on the 7% preferred stock are 
also cancelled by this entry (dividends in arrears had 
not been formally declared and were not entered on the 
books).
50,000
(5)
Class A common stock 60,000
New class A common stock 
Contributed capital in excess of par value
To record conversion of 600 shares of $100 par value, 
class A common stock to 600 shares of $50 par value, 
class A common stock.
30,000
30,000
(6)
Class B common stock 65,000
New class B common stock 
Contributed capital in excess of par value
To record conversion of 650 shares of $100 par value, 
class B common stock to 650 shares of $40 par value, 
class B common stock.
26,000
39,000
(7)
Contributed capital in excess of par value 301,000
Retained earnings
To transfer contributed capital to cancel deficit in retained
earnings.
301,000
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b.
Shaky Company
PRO-FORMA BALANCE SHEET
January 1, 1967
Assets
Current Assets:
Cash
Other current assets 
Fixed Assets
Total assets:
$303,000
410,000 713,000
840,000
$1,553,000
Liabilities
Current Liabilities:
Trade accounts payable $235,000
Notes payable, 6%, current portion 44,000
Mortgage payable, 8%, current portion 30,000
Other current liabilities 37,000
Total current liabilities $ 346,000
Long-term Liabilities:
Notes payable (payable over 5 years at 6% interest)—
portion due after one year 176,000
Mortgage payable (payable over 15 years at 8% interest)—  
portion due after one year 420,000
Total long-term liabilities 596,000
Total liabilities 942,000
Capital
6% preferred stock (5,000 shares, $100 par value, cumu­
lative if earned, nonparticipating) $500,000
5% preferred stock (500 shares, $100 par value, noncumu­
lative, nonparticipating) 50,000
Class A common stock (600 shares, $50 par value) 30,000
Class B common stock (650 shares, $40 par value) 26,000
Contributed capital in excess of par value 5,000
Total capital 611,000
Total liabilities and capital $1,553,000
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Solution 6
a.
Town of Ecalpon
ADJUSTING AND CLOSING ENTRIES 
GENERAL FUND
(1 )
Due from Water Utility Fund $ 1,200
Accounts receivable
To reclassify receivable from Water Utility Fund for 
sale of scrap iron.
(2)
Revenues 8,000
Allowance for uncollectible taxes receivable
To record allowances for uncollectible taxes.
(3)
Expenditures 36,000
Bonds payable
To correct recording of retirement of General Obligation 
Bonds and payment of interest.
(4)
Current operating supplies inventory 3,900
Unappropriated surplus 10,000
Expenditures
Reserve for authorized supplies inventory 
To record supplies inventory at year end and reservation
of unappropriated surplus for the authorized amount of 
the inventory.
(5)
Unappropriated surplus 2,600
Reserve for encumbrances of prior year
To record purchase orders outstanding at June 30, 1965.
(6)
Expenditures chargeable to reserve for encumbrances of 
prior year 2,600
Expenditures
To reclassify expenditures chargeable to 1965 
appropriations.
(7)
Encumbrances 4,100
Reserve for encumbrances
To record encumbering of appropriations for purchase 
orders outstanding at year end.
$ 1,200
8,000
36,000
3,900
10,000
2,600
2,600
4,100
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(8)
Due from State 
Revenues
To record Town’s portion of gasoline taxes collected by 
the State.
8,200
8,200
(9)
Expenditures
Town property 
Revenues 
Town property
To correct recording of sale and purchase of equipment.
(10)
Appropriations
Unappropriated surplus 
Expenditures 
Encumbrances
To close expenditures accounts.
( 11)
Revenues
Estimated revenues 
Unappropriated surplus
To close revenues accounts.
(12)
Reserve for encumbrances of prior year
Expenditures chargeable to reserve for encumbrances
of prior year
To close prior year encumbrance accounts.
17,000
900
350,000
44,600
321,100
2,600
900
17,000
390,500
4,100
290,000
31,100
2,600
b.
GENERAL BONDED DEBT AND INTEREST
(1)
Bonds payable 30,000
Interest payable in future years 6,000
  Amount to be provided for retirement of bonds 
Amount to be provided for payment of interest
To remove bond and interest liabilities.
GENERAL FIXED ASSETS
(1)
Investment in fixed assets from current revenues 7,500
Equipment
To record sale of equipment with book value of $7,500.
(2)
Equipment 17,000
Investment in fixed assets from current revenues
To record purchase of equipment for $17,000.
30,000
6,000
7,500
17,000
AUDITING
May 18, 1967; 8 :30  a.m. to 1 2 :00 m.
Answer 1
a. The following procedures would be employed in the audit of the Income From
Services account:
1. Review the Company’s system of internal control. In view of the small 
clerical staff and the resulting lack of segregation of duties, extensive 
tests of transactions might be necessary.
2. Trace the amount shown on the income statement for “Income From 
Services” to the general ledger. Foot the ledger account and examine any 
unusual entries. Test postings from cash receipts book and other books 
of original entry.
3. Select a representative sample of service contracts. Examine for authorized 
signatures and compare due dates, amounts of fees, contract numbers 
and terms of payment with sales invoices. The date and the amount of 
the cash received as indicated on the invoice should be traced to the 
detail daily tape of remittances and related posting in the alphabetical in­
voice listing.
4. For a representative period, amounts and due dates on invoices in daily 
cash book not previously tested in procedure #3 above should be checked 
to original contract, and the date and amount of cash received shown on 
the invoice should be traced to daily remittance tapes, bank statement 
deposits, and related postings on invoices filed alphabetically by client.
5. Select a representative sample of invoices filed alphabetically by client 
(not previously tested in procedures above) and trace information shown 
thereon to original contract. Test cash receipts postings on invoices by
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comparing amounts and dates with information shown on daily remit­
tance tapes, bank statements and invoice copies in the subsidiary cash 
receipts book.
6. Examine servicemen’s time sheets for a selected period and trace the 
name of customers shown thereon to respective service contracts. Verify 
that a service contract exists for each customer visited. Hours charged for 
emergency services should be traced to copies of emergency service in­
voices.
7. Select a representative portion of invoices for emergency visits and check 
extensions and trace information included thereon to servicemen’s time 
sheets and payroll records. Check calculation of hourly billing rate shown 
on invoices.
8. Examine a selected group of cancelled and reinstated contracts and trace 
to supporting documents, i.e., proper approvals, notices of contract can­
cellations or reinstatements and salesmen’s written acknowledgment of 
receipt of notice thereof. In addition examine cash receipts book noting 
the receipt of income from reinstated contracts.
9. For fifteen days prior and subsequent to December 31, 1966 cash re­
ceived should be traced to respective source documents and bank state­
ments to determine that a proper cutoff of service income at December 31, 
1966 was made. In addition, since the fees on contracts are payable in 
advance, the auditor must determine that the receipts are allocated to the 
period when the services are performed. The portion of receipts applicable 
to services to be performed subsequent to December 31 should be trans­
ferred from the Income From Services account to the Advances From 
Clients account.
b. The CPA cannot delegate his responsibility for confirming accounts re­
ceivable to an outside service under any conditions. Generally accepted 
auditing standards require that the examination of the financial statements is 
to be performed by persons having adequate technical training and proficiency 
as an auditor. A CPA cannot express an opinion on financial statements 
unless they have been examined by him, or by a member or employee of his 
firm. Handling of the accounts receivable confirmation program by an out­
side mailing service would necessitate the CPA’s relying for an important seg­
ment of his examination on the work of the outside mailing service, and the 
CPA would not be justified in using such an approach. Under some circum­
stances it is possible for the CPA to obtain assistance from the client’s em­
ployees in the detail operation of preparing confirmation request forms, but 
when this is done the CPA must exercise thorough control over the work. In 
every case the CPA must be responsible for the mailing of the requests for 
confirmation and must see that the confirmations are returned directly to him  
for his subsequent attention. In the absence of an effectively controlled pro­
gram of confirmation, the CPA would have no basis for assurance that ir­
regularities, should any exist, had not been concealed from him.
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Answer 2
a. 1. The auditor might recommend the following footnotes be appended to 
the financial statements in regard to item 1 and item 3.
Note A . The federal income tax return filed by the Corporation for the 
year 1964 is being examined by the Internal Revenue Service. The 
Internal Revenue Service has questioned the amount of a deduction 
claimed by the Company’s domestic subsidiary for a loss sustained in 
1964. The examination by the Internal Revenue Service has not progressed 
to the point that would indicate the extent of the Company’s liability. The 
Company’s tax counsel believes that the Company will not be subject to 
any substantial income tax liability with respect to this matter.
Note B. The Company’s method of accounting for the investment credit 
was changed in 1966 to that of reporting the full benefit of the credit as a 
reduction of income tax expense in the year during which the assets were 
purchased and from which the credit arose. The investment credit of 
$121,000 relating to prior years, which had previously been deferred, was 
credited to retained earnings in 1966. Also, federal income tax expense for 
1966 was reduced by the investment credit of $50,000 applicable to 1966 
fixed asset acquisitions. Consequently, as a result of the revised procedure, 
net income for 1966 was increased by $45,000.
2. Item 2. Nonaccounting matters such as management changes and pending 
proxy fights are not disclosed unless such information is needed for the 
proper interpretation of the financial statements. The president should be 
informed that footnotes are an integral part of the financial statements and 
as such should be limited to information that relates to the financial state­
ments. Furthermore, there is no certainty that a proxy fight will materialize 
and, hence, in view of the uncertainty no reason for footnote disclosure. 
Disclosure of events that have no relevance to those matters essential 
to proper interpretation of the financial statements frequently creates 
doubt as to the reasons for disclosure and inferences drawn could be mis­
leading. Information about the pending proxy fight might be included 
in the president’s letter to the stockholders, which is usually included in a 
company’s annual report.
b. To the Stockholders of Carter Corporation:
Investment in the unconsolidated subsidiary, Adler Company, 60 per cent 
owned at December 31, 1966 is stated at cost. The Company’s equity in the 
net assets of this subsidiary at December 31, 1966 was $360,000. The Com­
pany’s share of the net earnings of the subsidiary for the year was $57,600. 
No dividends were received during the year.
In our opinion the accompanying consolidated financial statements sub­
ject to the disposition of the tax matter described in Note A and except for 
the omission from the financial statements of the information in the pre­
ceding paragraph, present fairly the consolidated financial position of Carter 
Corporation and its consolidated subsidiaries at December 31, 1966 and 
the results of their operations for the year then ended in conformity with
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generally accepted accounting principles applied on a basis consistent 
with that of the preceding year, except for the change, which we approve, 
described in Note B.
Note: An alternative answer would also question the justification of not 
consolidating the subsidiary in the financial statements, since there is a 
presumption that majority-owned subsidiaries should be consolidated in order 
to provide more meaningful statements and fair presentation. In the Carter 
situation sufficient information is not available to permit a decision as to 
whether or not consolidation of the subsidiary should be regarded as necessary 
for report purposes, although in reports filed with the Securities Exchange 
Commission majority-owned subsidiaries must be consolidated. In the event 
the position is taken that Adler should have been consolidated in the Carter 
financial statements, the middle paragraph above would refer to the Company’s 
failure to consolidate in accordance with generally accepted accounting prin­
ciples and a qualified or adverse opinion would be given because of the im­
proper treatment.
Answer 3
a. The auditor should apply the following procedures to determine the size of 
the sample of sales invoices to be examined.
1. Define the population as to size and other characteristics. The auditor 
must determine the approximate number of sales invoices issued during 
the year. The population or field can be stated in terms of sales invoice 
numbers by deducting the number of the last sales invoice issued in the 
prior year (December 1965) from the number of the last sales invoice 
issued in the year under examination (December 1966). The auditor must 
define the specific testing procedures to be applied in connection with 
the sales invoices examined. The test made should normally include a check 
for characteristics such as (a) lack of supporting shipping documents 
and/or customers’ original orders and (b) errors in prices, extensions, 
footings or totals.
2. Stipulate the precision and confidence level desired. The combination of 
the auditor’s judgment as to materiality and the quality of the Company’s 
internal control system are the major factors influencing the auditor’s de­
termination of the precision and the confidence levels. The auditor must 
consider what, in his professional judgment, is the maximum error rate 
which will be acceptable to him. Since the auditor’s risks are stated by 
the degree of precision and the confidence level determined, these factors 
will have a bearing on the percentage of error that the auditor will be 
willing to tolerate.
3. After the auditor’s judgment has been expressed by specifying the pre­
cision and confidence level desired, statistical formulas or tables can 
be used to determine the sample size.
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b. The invoices to be included in the sample should be selected by the use of a 
table of random numbers. Since the invoices are prenumbered, these invoice 
numbers may be used in determining which invoices are to be included in 
the sample directly from the random number table. In selecting his sample 
the auditor must be sure that each item in a population has an equal 
chance to become part of the sample. The first number may be picked any­
where in the table and consecutive numbers may be chosen in any direction 
or pattern desired, or all numbers may be drawn from the table.
c. Yes. Statistical sampling is most useful in dealing with numerous items 
where the audit test has essentially one objective. In this case that objective 
is testing the effectiveness of internal control procedures for sales. Under the 
auditor’s previous method of testing sales invoices, he had no way of measur­
ing the validity of the sample. Statistical sampling techniques require the 
auditor to define the objectives of the audit test and measure quantitatively 
the results of his tests. He knows the mathematical probability that the actual 
error rate of the population will fall within the tolerable range of error he 
has defined. In addition statistical sampling in some instances may require a 
smaller sample, thus saving audit time and cost.
d. 1. No. When the auditor specifies a confidence level of 95 per cent with a
precision range of plus or minus 2 per cent, he is willing to accept a 95 per 
cent probability that the true error rate in the population does not vary by 
more than 2 per cent from the error rate determined from the sample. In 
this case, where the population is 50,000 sales invoices, the auditor would 
use statistical formulas or tables to determine the size of the sample. The 
auditor is able to appraise the results of his tests according to the number 
of errors found in his sample and then can calculate the probable maxi­
mum number of similar errors which he would have found if he had per­
formed a 100 per cent examination.
2. The confidence level would be lower than 95 per cent where the precision 
range is narrowed from plus or minus 2 per cent to plus or minus 1 per 
cent and the size of the sample remains constant. In all audit tests where 
less than 100 per cent of the items are examined, the auditor is taking a 
risk that his sample does not have exactly the same composition as the 
field. In using statistical sampling the risks the auditor takes are defined 
by the confidence level and degree of precision or reliability desired. 
Where the size of the sample is predetermined, the degree of precision 
desired varies inversely with the confidence level that can be expected.
Answer 4
a. 1. Before expressing his opinion on the financial statements, the CPA must 
assess his relationships with the Corporation and determine whether his 
opinion would be considered independent by someone who has knowledge 
of all the facts. The CPA must maintain strict independence of attitude 
and judgment in expressing an opinion on the financial statements. The 
CPA’s services in this situation consist of advice and technical assistance
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but management still retains its responsibility to make the managerial 
decisions. Hence, it is difficult to believe that a reasonable observer would 
see any conflict of interest in the mere fact that the auditor, in addition to 
rendering an opinion on the financial statements, also applied his tech­
nical knowledge and skill to the improvement of management’s planning, 
control and decision-making processes. On the other hand, if the installa­
tion of the computer recommended by the CPA involves a material ex­
penditure of funds by the Corporation, it might be argued that in a sub­
sequent audit of internal controls the CPA would appear to lack objec­
tivity since he made the recommendation.
2. Brown must first consult with the CPA who recommended his firm for 
the initial engagement before he can accept an extension of his firm’s 
services beyond that specific engagement. This is necessary to provide 
assurance that there would not be any encroachment upon the referring 
CPA’s regular practice.
3. No. Even though the client approved of the CPA’s accepting a com­
mission from the printer, he may still question whether the forms recom­
mended were the best for his purpose or whether the CPA’s recom­
mendation was made, in part, in the hope of personal gain. By avoiding 
situations which may lead clients or others to suspect that the CPA was 
enriching himself at the client’s expense, the CPA enhances his reputation 
for independence and professionalism.
b. A CPA can form a partnership with a non-CPA specialist for the purpose 
of rendering management services as long as the arrangement does not in 
any way violate the by-laws or Code of Professional Ethics of the ac­
counting profession. Because accounting occupies an important centralized 
position in business, the majority of management services fall within areas 
of logical and natural interest for the CPA. Such a separate partnership would 
be expected to adhere to the intentions of the Code and not to hold itself 
out on letterheads, cards, signs, etc., in directory listings or through its partner­
ship name as specializing in a particular service. Naturally the firm could 
not hold itself out as a CPA firm.
c. A CPA firm’s retired partner, who is appointed a member of the board of 
directors of an enterprise on whose financial statements the partnership is ex­
pressing an opinion would impair the partnership’s independence provided 
he is still active in the affairs of the partnership. It is Mr. Pratt’s subsequent 
activity in partnership affairs, not the mere fact that he is a retired partner, 
which jeopardizes the partnership’s independence in this situation. The CPA 
must be concerned with two types of independence—independence “in fact” 
and independence “in appearance.” The former refers to a CPA’s objectivity, 
to the quality of not being influenced by regard to personal advantage. 
The latter means freedom from potential conflicts of interest which might 
tend to shake public confidence in his independence “in fact.” Hence certain 
relationships of a retired partner with the firm of which he was formerly a 
partner and with a client of that firm might suggest to a reasonable observer 
that the firm was lacking in independence.
Answer 5
a. The auditing procedures that would be employed to verify the amount of 
the inventory fire loss would include the following:
1. Discuss with the insurance company’s representative the terms of the 
policy and obtain a copy of the claim showing details concerning the loss 
reported by the insured.
2. Review the Corporation’s accounting and internal control procedures. 
The CPA’s workpapers and the Corporation’s inventory representation 
certificate at December 31, 1966 should be examined to determine the 
Corporation’s policies relating to:
(a) Pricing of merchandise and mark-up percentage.
(b) Slow moving and obsolete merchandise.
(c) Merchandise received or shipped on consignment.
(d) Merchandise stored at other locations.
(e) Shipments of merchandise.
(f) Cash discount procedure.
3. Correspond with any consignors, consignees and other storage locations to 
determine if any merchandise was not at the fire location at the time of fire.
4. Amounts shown on the audited financial statements for the year ended 
December 31, 1966 should be compared with (and if necessary recon­
ciled to) amounts shown on the copy of the 1966 tax return.
5. Reconstruct the inventory on hand at the time of fire by:
(a) Determining the merchandise purchased from January 1, 1967 to 
and including April 6, 1967 by:
(1) Obtaining copies of all cancelled checks from the bank from 
January 1, 1967 to and including April 17, 1967, thereby al­
lowing sufficient time for clearance of checks in transit at 
April 6, 1967. Purchases can be identified by an analysis of 
photostatic copies of the cancelled checks.
(2) Corresponding with suppliers and obtaining a listing by invoice 
of the balances owed by Kramer Corporation as of April 6, 1967.
(3) Requesting duplicate invoices and/or monthly statements from 
suppliers for the period January 1, 1967 to April 17, 1967. 
Amounts shown on invoices should be compared with amounts 
on cancelled checks and/or detail listing of amounts payable 
obtained from suppliers. Cash discounts taken should be ex­
cluded from purchases. In addition, invoices for period April 1, 
1967 to April 17, 1967 should be examined for amounts, dates 
of shipment, point of destination of shipment and terms of in­
voice to exclude from purchases (a) any merchandise received 
after date of fire, (b) merchandise which the Corporation did 
not have legal title to at date of fire and (c) merchandise that 
was not stored at the fire location at date of fire.
(b) Determine cost of merchandise sold from January 1, 1967 to and 
including April 6, 1967 by:
(1) Obtaining copies of bank statements from the bank from Janu­
134 Answers— May, 1967
Auditing 135
ary 1, 1967 and analyzing bank deposits. All items that can 
be specifically identified, such as bank loans, capital investments 
and other proceeds not connected with merchandise sales, should 
be deducted from bank deposit totals.
(2) Corresponding with customers to determine accounts receiv­
able balance at April 6, 1967. Request customers to provide a 
detail listing of merchandise received in April by date received 
and amount to determine if there were any shipments in transit 
on April 6.
(3) Totaling customer accounts receivable balances at April 6, 1967 
and combining with cash received on sales (determined from 
analysis of bank statements) to arrive at estimated sales for 
period.
(4) Determining the gross profit percentage on sales for the year 
ended December 31, 1966 from amounts shown on the work­
papers of the Corporation’s CPA and amounts reported on the 
Corporation’s 1966 federal income tax return. If possible, check 
the gross profit percentage obtained with the percentage applic­
able to comparable companies in the same industry. Compute the 
approximate gross profit for the period January 1, 1967 to 
April 6, 1967 and deduct it from the estimated sales for the 
period to arrive at the estimated cost of sales.
(c) Determine the value of the inventory balance at date of fire by 
deducting the estimated cost of sales from the estimated total 
merchandise available for sale (beginning inventory plus purchases) 
during the period.
6. Compare the value of the inventory on hand at the date of fire (April 6,
1967) with the inventory balance at December 31, 1966. Determine the 
reason for any material difference.
b. 1. Only two of the four generally accepted standards of reporting apply to 
this special report. Informative disclosures are required (third standard). 
The auditor must render an opinion or disclaim an opinion on the results 
of his examination and the report should also contain a clear-cut indi­
cation of the character of the auditor’s examination and the degree of 
responsibility he is taking (fourth standard).
2. The auditor would have to include in his report a clear-cut indication of 
the purpose of his audit. In this case the purpose is to verify the amount of 
the inventory fire, loss on April 6, 1967. The audit report would be con­
fined to reporting the auditor’s findings in accordance with the stated audit 
objectives. The auditor should describe the nature of the data examined 
and state the basis on which it was prepared, describe the scope of his 
examination and state the extent to which his examination complied 
with generally accepted auditing standards, and give his opinion as to 
whether or not the data is presented fairly according to the basis upon 
which it was prepared.
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Answer 6
Stack Corporation 
ADJUSTING ENTRIES 
December 31, 1966
(1)
Interest expense $ 250
Trade notes receivable $ 250
To remove from trade notes receivable account interest ex­
pense resulting from discounting Atkins Company 90-day 
noninterest-bearing note discounted at 6%. ($20,000 X .06 
X 75/360)
(2)
Accounts receivable—Forster Industries
Bad debt expense
Trade notes receivable 
Interest receivable
To reclassify Forster Industries dishonored note receivable 
and to write-down receivable to estimated collectible value.
3,030
1,010
4,000
40
Note receivable $4,000
Accrued interest on note receivable 40
Maturity value 4,040
Estimated collectible amount:
($4,040 X $.75) 3,030
Amount written off as bad debt $1,010
(3)
Interest receivable—officers
Notes receivable—officers 
Interest receivable 
Trade notes receivable—J. Stack 
Interest income
To segregate J. Stack note receivable and accrued interest 
thereon from trade notes receivable and related accrued 
interest accounts and to correct the amount of accrued in­
terest income receivable on J. Stack note:
Correct interest ($10,000 X .06 X 150/360) $250
As reported 200
Adjustment $ 50
250
10,000
200
10,000
50
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(4)
Accounts receivable—Listi Corporation 40,602
Trade notes receivable—Listi Corporation 
Interest income
Interest receivable
To reclassify Listi Corporation’s dishonored note receivable 
and accrued interest thereon to accounts receivable and to 
recognize interest income to December 31.
Principal of note $40,000
Interest to maturity ($40,000 X .06 X 60/360) 400
Maturity value dishonored $40,400
Balance in interest receivable account transferred
to accounts receivable—Listi Corporation account 202
Total accounts receivable, as above $40,602
40,000
400
202
(5)
Trade notes receivable—Holshue Inc. 35,000
Notes payable 35,000
To reclassify note payable from trade notes receivable.
(6)
Accounts receivable—Simpson Co.
Trade notes receivable— Simpson Co.
Interest income
To reclassify cash received for payment of Simpson Co. 
$6,000 note dated November 1 erroneously credited to Ac­
counts Receivable account.
Principal $6,000
Interest ($6,000 X .06 X 30/360) 30
Total proceeds $6,030
6,030
6,000
30
(7)
Interest income 60
Interest receivable 60
To reverse excess interest accrued on Simpson Co. notes at 
December 31, 1966
As reported ($24,000 X .06 X 60/360) $ 240
As corrected ($18,000 X .06 X 60/360) 180
Excess interest $ 60
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Answer 7
a. Accuracy checks in system components are necessary to ensure that the 
input units have accepted the information from input (cards, paper tape, 
magnetic tape or drum) correctly and that the output units have printed, 
recorded or punched the information correctly. These accuracy checks would 
help to identify any malfunctioning of the equipment. Also various controls 
such as maintenance checks, duplicate circuitry and double arithmetic are 
used to assure accuracy in the operation of the control processing unit of 
the computer.
b. 1. Record counts are totals which indicate the number of documents or 
transactions processed; the record counts are compared with totals de­
termined before processing. A record consists of all the information relat­
ing to a particular transaction or a particular account balance. The pur­
pose of the record count control is to compare the computer developed 
totals with the predetermined totals to detect the loss or omission of 
transactions or records during processing.
2. The limit check control in the computer program compares the result 
of computer processing against a minimum or maximum amount. The pur­
pose of the limit check is to determine whether certain predetermined limits 
have been exceeded. Violations are usually printed out for follow-up action.
3. The reverse multiplication control provides for rechecking key multiplica­
tions by programming a recalculation of the multiplications using the 
original data in reverse order. This check was used in some early com­
puters but is not now considered necessary because of the reliability of 
the newer equipment.
4. The sequence check control compares the sequence field of an item from 
a file being read into the computer with the sequence field of the preceding 
item read into the computer. This comparison will determine whether or 
not the file is in correct sequence.
5. Hash totals are sums of data that would ordinarily not be added, such as 
unit prices, invoice numbers, etc. These items are added before processing 
for later comparison with a total of the same items accumulated by the 
computer. The purpose of the hash total control is to provide a check 
that all records were processed.
c. 1. A parity bit is one extra binary position which is added to the set of bits 
so that a bit can be added, if necessary, to make the number of bits for the 
set either all odd or all even. Whether the odd or the even parity bit con­
trol is used in any given system is not important as long as the Control 
used remains consistent throughout the system.
2. The parity bit control is used to check the accuracy of data transfers 
within a computer system. This technique is used in checking the transfer 
of data within the computer and also between the computer and the ex­
ternal storage units, such as the magnetic tape units.
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d. 1. The principle of creating three generations of magnetic tape files is called 
the grandfather-father-son principle. In an updating process the input file 
to a computer run is called the father file, and the updated output file is 
called the son file. The grandfather file, produced previously, is not used 
but is kept as a backup for reconstruction purposes, if this becomes neces­
sary. The next time the file is updated, the previous father becomes the 
grandfather, the previous son becomes the father and a new son tape is 
created. The old grandfather may then be released for reuse.
2. The reason for storing the grandfather tape at a different location from 
the father and son tapes is to enable the Company to reconstruct the tapes 
in case any of them are destroyed or damaged by fire or other catastrophe. 
In addition the father tape could be damaged in the updating process or 
in being inadvertently incorrectly processed and the grandfather tape is 
therefore maintained until the new son is created. An extra generation 
may also be maintained if desired.
Answer 8
a. The following instructions should be included in the memorandum informing 
the bank of the new POD procedures.
1. A special bank account should be established to facilitate the handling 
of POD transactions. This account should be reimbursed weekly or monthly 
under an imprest system.
2. A specimen of the POD and specimen signatures of each authorized signer 
should be sent to the bank to protect against the possibility of the 
issuance of checks by unauthorized individuals.
3. The bank should be alerted to pay no PODs in excess of the maximum 
dollar amounts imprinted on checks and to pay no drafts after ninety days 
from the date of the check.
4. The bank should be instructed to send the paid PODs to the bookkeeping 
department to minimize the risk of the check originator’s intercepting the 
check after payment by the bank.
b. The following procedures would strengthen the system of internal control 
for the purchase order draft system:
1. All vendors should be approved by the head of the purchasing department 
and the use of purchase order drafts should be restricted to approved 
vendors. An evaluation should be made of each vendor’s credit rating to 
minimize losses which may be incurred by issuing blank drafts to vendors 
in weak financial positions.
2. All PODs should be signed by the buyer and countersigned by the head 
of the purchasing department. Since the issuance of PODs is similar to the 
issuance of blank signed checks, before the POD is countersigned a 
responsible official of the Company should scrutinize all PODs prepared 
by the buyers to determine that they are properly prepared, within the 
dollar limit, and issued to an approved vendor.
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3. A restrictive endorsement such as “For deposit only to the account of the 
payee” should be printed on the back of the check to prevent unauthorized 
persons from cashing it.
4. A maximum dollar amount should be established and printed on the check 
to limit the amount for which the check can be drawn.
5. Verification of the paid checks by the bookkeeping department instead of 
verification by the purchasing department would serve as a control of 
the purchasing department’s activities. After the receiving department 
matches its copy of the POD against the material received, the POD 
should be forwarded to the bookkeeping department and matched with 
the bookkeeping department’s control copy.
6. The bookkeeping department should prepare a list of outstanding PODs 
at the end of the month which could be used as the trial balance for 
prepaid materials. A copy of this listing should also be forwarded to the 
cashier’s department.
7. Monthly the numerical sequence of checks should be accounted for by a 
responsible employee. He should account for all PODs either as paid, 
voided, outstanding or on hand. PODs outstanding for more than ninety 
days should be investigated and stop payment orders issued.
8. Consideration should be given to adopting a procedure which will enable 
the bank to identify and thereby reject checks presented which cover par­
tially filled orders.
9. Each vendor should be advised that PODs are not to be used for the pay­
ment of partially filled orders and that failure to comply with this in­
struction will result in the removal of the vendor’s name from the Cor­
poration’s approved vendor list.
COMMERCIAL LAW
May 1 9 ,  1967; 8:30  a.m. to 12 m.
Answer 1
1. False 16. True 31. False 46. False
2. False 17. False 32. False 47. True
3. False 18. False 33. True 48. True
4. False 19. True 34. True 49. False
5. False 20. False 35. True 50. False
6. True 21. True 36. False 51. True
7. True 22. True 37. True 52. False
8. True 23. False 38. True 53. False
9. False 24. False 39. False 54. False
10. False 25. False 40. True 55. False
11. True 26. True 41. True 56. True
12. True 27. True 42. False 57. False
13. False 28. True 43. True 58. True
14. True 29. False 44. False 59. True
15. False 30. True 45. True 60. False
Answer 2
61. True 76. False 91. True 106. False
62. True 77. False 92. False 107. True
63. False 78. False 93. True 108. False
64. False 79. True 94. False 109. False
65. True 80. True 95. False 110. True
66. False 81. False 96. False 111. True
67. True 82. False 97. True 112. False
68. False 83. False 98. True 113. True
69. False 84. True 99. True 114. False
70. True 85. True 100. True 115. False
71. True 86. True 101. True 116. True
72. True 87. True 102. False 117. True
73. False 88. True 103. True 118. True
74. True 89. True 104. False 119. True
75. True 90. False 105. False 120. False
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Answer 3
121. True 136. False 151. True 166. False
122. False 137. True 152. False 167. False
123. True 138. True 153. True 168. False
124. False 139. True 154. False 169. True
125. True 140. False 155. True 170. True
126. False 141. False 156. False 171. False
127. True 142. True 157. True 172. True
128. True 143. True 158. False 173. True
129. True 144. True 159. False 174. False
130. False 145. True 160. False 175. True
131. True 146. True 161. True 176. True
132. False 147. True 162. True 177. False
133. False 148, True 163. False 178. False
134. False 149. True 164. True 179. False
135. True 150. True 165. True 180. False
Answer 4
a. 1. The doctrine of mutuality of obligation requires that in order for there to
be adequate consideration to enforce a bilateral contract, each party to 
the contract must have the right to hold the other to some positive 
agreement. Under the doctrine, a promise is not good consideration for a 
promise unless there is a mutual obligation, so that there is no consider­
ation if the promise of one of the parties imposes no legal duty on him. 
Mutuality of obligation is not an essential element in unilateral contracts, 
such as options.
2. Yes. Mutuality of obligation did exist between Wingate and Stanford. Each 
obligated himself to be bound by the contract. Wingate could not terminate 
the contract unless he honestly disapproved of Stanford’s services. Al­
though he was to be the sole judge of the merit of such services, he was, 
nonetheless, required by the contract, and by law, to exercise his judgment 
in good faith.
b. Yes. A party is held to the terms of a contract which he signs regardless of 
the fact that he fails to read the contract.
c. 1. Yes. Wingate could be liable for breach of contract. The reason for
terminating the contract would have to be dissatisfaction with Stanford’s 
services. The language of the contract specifically refers to dissatisfaction 
with the quality of the services as the only ground on which Wingate 
could exercise his right to terminate the agreement. The fact that Wingate 
decided to retire from business did not give him a right to cancel Stanford’s 
contract.
2. No. Wingate would not be liable for breach of contract. The services 
which Stanford performed for Wingate were not to be judged on the
Commercial Law 143
basis of their adequacy to a reasonable man. Wingate would depend on 
the services in determining his investments and it would be of no help to 
him that others felt the services were satisfactory if he in good faith did 
not believe so. If the services were of a far less personal nature they might 
be subjected to the judgment of a reasonable man. But the services to 
be performed here were of a personal and important nature and called 
for the use of expert skill and judgment. Since they were specifically 
made subject to Wingate’s good faith appraisal by the terms of the contract, 
the contract would control and Wingate’s subjective appraisal would 
govern.
Answer 5
a. As between Hershey and Martin’s executor, Martin’s executor is entitled to 
the land. In order to pass title to the land to Hershey, Martin would be re­
quired to deliver the deed to him with an intent to transfer title. Here, Martin 
delivered the deed conditionally and did not intend to transfer title to the land 
to Hershey at that time. He merely gave Hershey possession of the deed 
until his return from his inspection trip. Transfer of the land to Hershey was 
conditioned on Hershey’s accepting the land in payment of his fee. Martin’s 
death terminated the possibility of Martin’s transferring his interest in the 
land to Hershey by the deed. Therefore, Martin’s interest in the land became 
an asset of his estate at the time of his death.
b. Ahrens might claim title to the land by adverse possession. For this, he would 
have to show that he met the requirements for gaining land by adverse posses­
sion in force in the jurisdiction in which the land was located. Typical re­
quirements would be that Ahrens must have held the land (a) in actual con­
tinuous possession, (b) for the requisite number of years, (c) under con­
ditions in which possession was open, notorious and exclusive, (d) against 
the owner who was under no disability when possession began, and (e) under 
some claim of right to the land. While the amount of time required for 
obtaining title by adverse possession varies in different states, in many 
states the time required is twenty years.
c. Saffer might claim a right to cross the land under the theory that he had an 
easement by prescription. In order to prove this claim Saffer would have 
to prove that he met the requirements for gaining this type of easement that 
exist in the jurisdiction in which the land is located. These requirements would 
be similar to the requirements for proving title by adverse possession and 
would include proof that his crossing of the land was open, adverse and un­
interrupted for the requisite number of years.
If Saffer is not able to reach his farm by any other route, he may also 
be able to claim an easement by implication or necessity. The law will imply 
a grant of a right-of-way from Martin to Saffer if Saffer has no other way to 
reach his land. On the other hand, this easement will not be implied if an 
alternative but more circuitous approach to the land is available.
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Answer 6
a. A lease is the transfer of an estate or interest in a designated and specific 
portion of real estate, whereby the landlord grants to the tenant exclusive 
possession of the premises for a period of time. Essential to a lease is (1) a 
contract between the landlord and tenant (2) the right to the exclusive 
possession of specific land by the tenant for a period of time (3) a holding 
by the tenant as a subordinate of the landlord (4) the reservation of a 
reversionary interest in the land and (5) provision for rent to the landlord.
b. A license is a personal, revocable and nonassignable privilege granted orally 
or in writing by the licensor to the licensee. The license gives the licensee 
the right to do a particular act or series of acts on his land.
c. The agreement between the parties created a license rather than a lease. 
The agreement merely permitted Ajax to use some space chosen by the 
owner for the installation and maintenance of the machine. No definite, cer­
tain space was rented and the agreement did not grant to Ajax the exclusive 
possession of any designated space.
d. No. Although a lease is not affected under a landlord-tenant relationship by 
the conveyance of the fee by the landlord, a conveyance of the land by a 
licensor does terminate the license.
e. No. The expressions “lease,” “landlord” and “tenant” are highly indicative 
of the intent of the parties, but such designations are not conclusive in 
establishing a landlord and tenant relationship. Inquiry must still be made into 
the nature of the privileges granted in the instrument in order to determine its 
true character, regardless of the terms the parties have applied to it. Thus, 
even though the parties call their agreement a lease, this designation will not 
make it a lease if the agreement does not provide for exclusive possession 
of a specified portion of real estate.
Answer 7
a. The danger is that Endo Corporation is “doing business” in a jurisdiction 
in which it has not qualified to do business. The extent of the activities 
indicated appear to be sufficient to fall within the generally accepted defini­
tions of doing business.
As a result the Corporation, its agents, officers and even its directors and 
shareholders may be fined. Furthermore the State of Z may obtain a court 
order prohibiting further transactions by the Corporation within that state. 
Finally some jurisdictions hold that the Corporation may not sue in its courts 
on any contracts which it has made in that the Corporation was illegally 
transacting business in the foreign jurisdiction.
b. Yes. This is a clear abuse of the wide discretion which directors are 
deemed to have in respect to dividend declarations. It would appear that the
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appropriate relief would be to compel the board to declare an arrearage 
dividend for past years and declare a current dividend.
c. 1. A director or officer is obligated to exercise that degree of care which
a reasonably prudent director or officer would exercise under like cir­
cumstances. This is the standard negligence definition of reasonable care 
as applied to one’s service as a director or officer of a Corporation.
2. The answer to all three queries is yes. Although there are some limitations 
(not present here based on the facts) on a shareholder’s rights to examine 
corporate books and records, it has been repeatedly held that a claim 
of corporate mismanagement is a proper basis for an examination of 
same. Furthermore the courts recognize that the opposition to corporate 
management must be able to obtain a list of existing shareholders if they 
are ever to be successful in ousting management. State law in general 
gives shareholders broad rights to examine and copy shareholder lists. 
Finally the law usually permits an attorney and an accountant to ac­
company the shareholder if the shareholder so wishes.
3. Under the circumstances the shareholder must resort to the appropriate 
state court to obtain an order (mandamus was historically the proper 
remedy) requiring the secretary or other appropriate corporate official 
to comply with the shareholders’ demands.
d. These facts raise the problem of the existing shareholders’ right to subscribe 
proportionately to newly authorized stock before such stock is offered to the 
public. This right, known as the pre-emptive right, is aimed at preventing 
dilution of a shareholder’s equity in a corporation against his wishes.
Where nothing is expressly stated regarding the shareholders’ pre-emptive 
right it is deemed to apply as a matter of law. Therefore, the sale of the 
block of Endo Corporation stock was improper.
e. The purchaser of stock in a corporation has the right to demand transfer on 
the books of the Corporation and the issuance of a proper certificate of 
stock. In the event the Corporation or its agent refuses to effectuate same, the 
proper procedure is to obtain a court order compelling the appropriate 
party to perform.
Answer 8
a. 1. There appears to be an implied warranty of merchantability as a result 
of the transaction. In general merchandise must be of fair and average 
quality and be fit for the general purposes for which such goods are used. 
It does not appear that any express warranty was created in that the 
salesman’s oral assurance merely constitutes his opinion or represents 
puffing. Furthermore the implied warranty of fitness (for a particular 
purpose) would not be available in that no “particular purpose” was 
indicated.
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2. No. Disclaimers such as this are expressly rejected by the Uniform Com­
mercial Code. Furthermore the Code requires that a disclaimer in order 
to exclude the implied warranty of merchantability (except for “as is” 
sales) must mention the word “merchantability” and in the case of a writ­
ing must be conspicuous.
b. Fan Motor will prevail. The Uniform Commercial Code provides that descrip­
tions of goods which are made a part of the basis of the bargain are express 
warranties to the effect that the goods will conform to the description. There­
fore, since the description clearly indicated kilowatt capacity, the failure to 
meet the indicated kilowatt capacity resulted in a breach of warranty. The 
disclaimer would not negate the express warranties, including those contained 
in the description.
c. Yes. The Uniform Commercial Code expressly extends warranty protection 
as against the seller to any natural person who is in the household of the 
buyer if it is reasonable to expect that such person may use or consume said 
goods. The facts are clearly within this rule. Many courts have already reached 
this conclusion in respect to members of the family.
The Code remains silent on the question of whether or not the manu­
facturer of the product can be sued without the requisite privity of contract.
THEORY OF ACCOUNTS
May 19, 1967; 1 :30 p.m. to 5 p.m.
Answer 1
1. D 11. B
2. D 12. A
3. B 13. A
4. C 14. B
5. A 15. D
6. D 16. A
7. C 17. C
8. A or D 18. C
9. A or B 19. B
10. C 20. D
Answer 2
a. Categories of circumstances in which differences arise in the timing of 
revenue and expenses between financial statements and income tax returns 
include:
1. Revenues or gains that are taxed after they are accrued for accounting 
purposes. Examples of this type of timing difference include:
(a) profits on installment sales which are recorded in the accounts on 
the date of sale but reported in income tax returns when collected
(b) revenues on long-term contracts recorded in the accounts on the 
percentage-of-completion basis but reported in income tax returns 
on a completed-contract basis
(c) revenues from leasing activities, that are recorded in a lessor’s account 
based upon the financing method and that exceed rent less depreci­
ation reported in tax returns in the early years of a lease
(d) earnings of foreign subsidiaries recognized in the accounts currently 
but included in income tax returns when remitted later.
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2. Expenses or losses that are deducted for income tax purposes after they 
are accrued for accounting purposes. Examples of this type of timing 
difference include:
(a) estimated cost of guarantees
(b) estimated cost of product warranty contracts recorded in the accounts 
on the date of sale and deducted in tax returns when paid later
(c) deferred compensation
(d) profit sharing
(e) vacation and severance pay
(f) pension costs
(g) self-insurance
(h) estimated losses on inventories
(i) estimated losses on disposal of facilities and discontinuing or relocat­
ing operations
(j) estimated expenses of settling pending lawsuits and claims
(k) estimated expenses providing for major repairs and maintenance
(1) depreciation recorded in the accounts that exceeds amounts
deducted in income tax returns because an accelerated method 
of computation is used for accounting purposes or because asset 
lives are shorter for accounting purposes.
3. Revenues or gains that are subject to income tax before they are ac­
crued for accounting purposes. Examples of this type of timing difference 
include
(a) rents and royalties collected in advance
(b) profits on intercompany transactions
(c) proceeds of sales of oil or ore payments
(d) fees, dues and service contracts collected in advance
(e) gains on sales of property leased back that are taxed at the date of 
sale and amortized during the term of the lease.
4. Expenses or losses that are deducted for income tax purposes before they 
are accrued for accounting purposes. Examples include
(a) accelerated depreciation in the tax return but not in the financial 
statements
(b) unamortized discount, issue cost and redemption premium on bonds 
refunded
(c) deferred research and development costs
(d) interest and taxes during construction that are deducted in income 
tax returns when incurred and included in the cost of assets in the 
accounts
(e) preoperating expenses that are deducted in income tax returns when 
incurred and are deferred and amortized in the accounts; e.g. intan­
gible drilling costs (oil).
b. 1. The liability concept emphasizes the accrual of income tax expense in 
proportion to pretax income, excluding permanent differences between 
accounting and taxable income. The difference between the current tax 
expense and the tax currently payable is either a liability for taxes payable
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in the future or an asset for prepaid taxes. The estimated amounts of 
future tax liabilities and prepaid taxes are computed at the tax rate ex­
pected to be in effect in the future periods when the timing differences re­
verse. A balance sheet approach is utilized in the determination of the 
tax liability or prepaid tax.
The liability concept leads to the accrual of income tax expense in 
the same way that any other expense is accrued. The income tax expense 
is a single amount—the expense accrual for the period. Under this con­
cept the effect of timing differences discussed in a.1. and a.4. above is 
to postpone payment of the tax. A current accrual of tax expense is 
required to match expense with revenue and to recognize the liability 
for taxes payable in the future. Similarly, timing differences discussed in
a.2. and a.3. above result in the prepayment of taxes which are recog­
nized to avoid understating income in the period in which timing dif­
ferences originate and overstating income in the period in which differ­
ences reverse.
2. The purpose of interperiod tax allocation under the deferred concept is 
to match the income tax expense with the items which cause a tax effect 
by deferring taxes assumed to relate to a future period. The deferred con­
cept therefore assumes that each taxable revenue or gain and each deduct­
ible expense or loss has an identifiable effect on income tax expense. It 
emphasizes the current reduction or increase in tax payments at current 
tax rates caused by the timing difference and produces an income tax 
expense that is a function of pretax income (excluding permanent differ­
ences between accounting and taxable income) unless the expense is af­
fected by amounts deferred previously at other than current rates. The tax 
effect is deferred to the future period in which the timing difference is 
reversed to match revenue and expense in the current and future periods. 
An income statement approach is emphasized by this method.
Income tax expense under the deferred concept is composed of (a) 
taxes payable for the current period, (b) the tax effect arising in the 
current period deferred to future periods and (c) the current amortization 
of tax effects deferred in earlier periods (although the financial statements 
may show tax expense as a single amount or as two items, current taxes 
payable and the effect of tax allocation). The amount of the tax effect is 
determined by the reduction or increase in taxes when the timing differ­
ences originate.
If a revenue or gain is taxed before it is accrued for accounting pur­
poses, or if an expense or loss is deducted earlier for accounting than for 
income tax purposes, the related tax effect is recorded as a deferred charge 
to income tax of the future years in which the reverse timing difference 
occurs. Conversely, if an expense or loss is deducted for tax purposes 
before being accrued for accounting purposes, or if a revenue or gain 
is accrued for accounting purposes before it is taxed, the associated tax 
reduction is recorded as a deferred credit to future income tax expense
when the reverse timing difference occurs.
150 A nswers— May, 1967
3. The net of tax concept assumes that taxability and tax deductibility are 
factors in the financial statement valuation of individual assets and lia­
bilities. It emphasizes the direct adjustment of an asset or liability and 
the specific revenue or expense for the tax effect of a timing difference. 
Hence the tax effect in the balance sheet is included in the related indi­
vidual assets and liabilities rather than in a liability for future taxes or 
prepaid tax (the liability concept) or in deferred credits or deferred 
charges (deferred concept) and in the related revenue or expense in the 
income statement. Because there is a direct adjustment to the revenue or 
expense, the tax expense on the income statement under the net of tax 
approach will differ from the tax expense shown under the liability of 
deferred concepts.
c. A liability resulting from the use of interperiod tax allocation is not a legal 
liability. Accounting is not restricted, however, to the legal concept of a 
creditor’s claim. Accounting theory is based on the going-concern concept, 
the presumption that the accounting entity will continue in operation and 
not be liquidated in the foreseeable future. In the absence of evidence to the 
contrary, then, one assumes that the entity will continue to operate indefinitely 
and that obligations will be honored.
The going-concern concept has broadened the scope of accounting beyond 
the limitations of liquidation value and of strictly construed legal rights and 
obligations. Among the items that are recognized as liabilities in accounting 
even though they do not qualify as legal liabilities when recorded are accrued 
interest and bonuses not yet payable, provisions for guaranties and warranties, 
property taxes accrued but not levied, and obligations for leased property 
that are installment purchases in substance.
For accounting at its present state of development, the existence of probable 
future outlays arising from or related to past transactions is sufficient to war­
rant the recognition of a liability. Hence, the absence of a debtor-creditor 
relationship is not fatal to the liability concept. The postponed tax of $4,800 
meets the test of an estimated liability because future payments are expected to 
arise from current and past transactions. Even though implementing the lia­
bility concept requires estimates of future liabilities, the need for estimates is 
characteristic of many liabilities.
Answer 3
a. 1. The case for treating an ordinary stock dividend as income to the re­
cipient is based upon a minority view of the Corporation as a separate 
entity. According to this particular view, retained earnings of a going 
concern represent the equity of the Corporation in itself because they do 
not represent an enforceable claim unless transformed into a corporate 
debt upon formal declaration of a cash or property dividend by the board 
of directors. Erosion through subsequent losses, appropriations for growth 
or contingencies, and the possible intervention of creditors’ rights are
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among the reasons why a stockholder might never receive a share of re­
tained earnings directly.
According to this view, therefore, only the invested capital typically 
reported above retained earnings is included in stockholders’ equity. It 
leads to the conclusion that an ordinary stock dividend is income to the 
recipient because the Corporation’s retained earnings, an unlikely direct 
source of income from the viewpoint of the stockholder, are “distributed” 
through a stock dividend transfer to stockholders’ permanent equity at an 
amount equal to the market price of the shares, a more probable but 
indirect source of income from a stockholder’s point of view if the market 
price is sustained. The stockholder has something he did not have be­
fore the stock dividend: additional shares worth the current market 
price that can be sold without decreasing the number of shares held 
before the stock dividend.
2. The case against treating an ordinary stock dividend as income is sup­
ported by a majority of accounting authorities. It is based upon “entity” 
and “proprietary” interpretations.
If the Corporation is considered an entity separate from stockholders, 
the income of the Corporation is corporate income and not income to 
stockholders, although the equity of the stockholders in the Corporation 
increases as income to the Corporation increases. This position is con­
sistent with the interpretation that a dividend is not income to the 
recipient until it is realized by him as a result of a division, distribution or 
severance of corporate assets. The stock dividend he receives merely re­
distributes his equity over a large number of shares. Selling the stock 
dividend under this interpretation has the effect of reducing the recipient’s 
proportionate share of the Corporation’s equity.
A similar position is based upon a “proprietary” interpretation. Income 
of the Corporation is considered income to the owners and, hence, stock 
dividends represent only a reclassification of equity since there is no in­
crease in total proprietorship.
b. 1. The case for issuing stock dividends on treasury shares is based upon 
two arguments. One is the premise that the Corporation can own an in­
terest in itself. However, it is related closely to the minority “entity” inter­
pretation expressed in a.1. and is not widely accepted.
The principal justification is the need for maintaining the same ratio 
of treasury shares to total issued shares after the stock dividend as be­
fore the dividend in contractual commitments involving, e.g., stock options.
2. The case against issuing stock dividends on treasury stock rests principally 
upon the argument that stock reacquired by the Corporation is a “reduction 
of capital” through the payment of cash to reduce the number of out­
standing shares. According to this view, the Corporation cannot obtain 
a proprietary interest in itself when it reacquires its own stock. The 
retained earnings are considered divisible only among the owners of out­
standing shares, and only the outstanding shares are entitled to a stock 
dividend.
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c. 1 . The proprietary theory emphasizes the following arrangement of the 
accounting equation: assets -  liabilities =  proprietorship. The owners of the 
business and their net worth (net value of the business to the owners) 
are central to the theory. Assets are assumed to be owned by the owners 
themselves, and liabilities are their obligations. Revenues are increases in 
proprietorship, and expenses are decreases. Net income, the excess of 
revenue over expenses, accrues directly to the owners and represents an 
increase in the wealth of the owners to be added directly to their equity. 
Cash dividends represent withdrawals of capital, and retained earnings 
are a part of total proprietorship. Stock dividends are not income to 
stockholders and merely represent a transfer from one section of pro­
prietorship to another. Interest on debt and corporate income taxes repre­
sent expenses of the owners, although the corporate income tax is some­
times considered to be a tax on the income of the stockholders. Although 
the proprietary theory is implied in many corporate accounting practices, 
it is most easily adaptable to the single proprietorship or common law 
partnership because of the personal relationship between the management 
of the business and the ownership. The balance sheet receives the primary 
emphasis under the proprietary theory with all efforts being directed to 
the measurement of assets, liabilities and capital.
2. The entity theory can be represented by the following arrangement of 
the accounting equation: assets =  liabilities + proprietorship. The entity 
theory presumes that the business has a separate existence of its own. 
Assets represent the rights of the firm to receive specific goods and services 
or other benefits. Liabilities are the specific obligations of the firm. The 
net income of the business represents the change in equity position after 
deducting all other claims. Some authorities include with these claims in­
come taxes and interest on long-term debt, but others regard them as 
distributions or allocations to equityholders. The net income of the 
business is personal income to the owner only if the value of his invest­
ment has increased, which may be independent of the corporate net 
income because investment values depend upon expectations regarding 
future income and on investment market conditions. Revenue is the 
product of the business, and the expenses are the goods and services con­
sumed in obtaining the revenue. Expenses are deductions from revenue, 
and the difference represents the business income to be allocated to 
several classes of equityholders. Although the entity theory is most ap­
propriate for corporations, it also is relevant to unincorporated firms that 
have a continuity of existence separate from the lives of the individual 
owners. The income statement receives the primary emphasis under the 
entity theory and the major effort is directed to the measurement of 
revenue and expenses with assets and liabilities considered as residuals.
3. The residual equity theory falls between the proprietary and entity theories. 
Because all corporate investors except common stockholders are thought 
of as outsiders, the accounting equation becomes: assets -  (claims of
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creditors + equities of preferred stockholders) =  residual equity. Under 
this theory, common stockholders in a going concern are thought to have 
a residual equity in the income of the firm, and the information provided 
is that which would be useful in predicting possible future dividends to 
common stockholders. The income statement shows the income available 
to the residual equityholders after all prior claims, including dividends on 
preferred stock, are met. The equity of the common stockholders is pre­
sented separately from the equities of preferred stockholders and other 
specific equityholders.
4. The fund theory focuses on a group of assets and related obligations and 
restrictions representing specific economic functions or activities. The 
fund theory is based on the equation: assets =  restrictions on assets. Assets 
represent prospective services to the fund. Liabilities represent restrictions 
against specific or general assets of the fund. The invested capital repre­
sents either legal or financial restrictions on the use of assets. Invested 
capital must be maintained intact unless specific authority has been ob­
tained (with few exceptions) for partial or complete liquidation. Even 
partial liquidation of invested capital, however, requires full disclosure. 
Appropriations of retained earnings also represent restrictions— a residual 
overall restriction that the assets be used for the purposes for which they 
are devoted. All equities, therefore, represent restrictions imposed by legal, 
contractual, managerial, financial or equitable considerations. The major 
financial statements are statistical summaries of the sources and disposi­
tions of funds. An income statement is a description of the funds provided 
from operations. The fund concept has found its greatest usefulness in 
governmental and nonprofit institutions.
Answer 4
a. Current replacement cost is used in the lower-of-cost-or-market rule and falls 
within the scope of generally accepted accounting principles.
Declines in current replacement cost generally are assumed to foreshadow 
declines in selling prices expected in the next period and, hence, in the 
revenue expected upon the sale of the inventory in the next period. The loss 
of utility measured by the lower-of-cost-or-market rule is the amount by which 
unadjusted acquisition cost exceeds current replacement cost. The use of 
current replacement cost as “market” is limited to those situations in which 
it falls between (1) net realizable value (the “ceiling”) and (2) net realizable 
value less a normal profit (the “floor”). Net realizable value also is used to 
approximate the replacement cost of certain agricultural and mineral products 
that are readily marketable, unit-interchangeable and difficult to cost. The 
rule may be applied directly to each item, to the total of components of each 
major category, or to the total of the inventory, whichever most clearly meas­
ures periodic income.
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b. Calculation of the holding gain:
$54 current replacement cost 
-40 acquisition cost 
14 total gain
-4  general price level adjustment, ($40 X  
$10 holding gain
121
110
-  $40
[A holding gain is the “real” increase (that is, it does not include the 
fictional increase caused by inflation) in the asset’s value which accrues to the 
firm simply by virtue of the fact that the firm is holding the asset while 
“specific” prices rise. A holding gain does not include value added to the 
asset through production or distribution activities.]
c. Advocacy of current replacement cost for valuing inventories and cost of 
goods sold stems from the belief that “real” holding gains and losses in in­
ventory value between the date of acquisition and the date of sale should be 
identified and separated from value added by operations in order to provide 
financial statement readers with refined measures of managerial effectiveness 
in operating and investment activities. It also stems from the belief that a 
statement of financial position should report inventories at current replace­
ment cost to facilitate evaluations of stewardship. Accordingly, historic cost 
is thought to be important primarily because it is a measure of the value of what 
is acquired at the date of acquisition, while current replacement cost is thought 
to be an improved measure of value at dates subsequent to acquisition, espe­
cially when “real” price changes of units in stock are unstable and turnover 
is slow.
If one accepts these objectives, he is led to the conclusion that the measure­
ment of inventory and cost of goods sold should result in reporting the 
current replacement costs of products and services transferred to customers 
during the period, reporting current replacement costs present in inventories 
at the end of the period, and identifying the gains and losses resulting from 
“real” price changes during the holding period. FIFO buries the effects of 
“real” price changes in gross margin, thus distorting it, because cost of goods 
sold during the period is not stated in current terms. LIFO tends to exclude 
the effects of “real” price changes from income statements and also understates 
financial position in a period of rising prices because the cost present in in­
ventory at the end of the period is not current. Neither FIFO nor LIFO identi­
fies gains or losses resulting from “real” price changes, thus providing financial 
statement readers with less information than replacement cost does on the 
result of management’s decision’s on when and how much inventory to buy 
and how much inventory to carry. Hence, advocates of current replacement 
cost believe it to be preferable, even though at the present time current re­
placement cost is generally accepted only when used within the lower-of-cost- 
or-market rule.
d. Authorities who prefer the market resale (exit or output) price to the current 
replacement (entry or input) cost for conceptual reasons generally do so be-
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cause they believe that the exit price is more relevant to managerial and investor 
decisions than the entry price. The exit price is thought to be more relevant 
because it represents the value of the opportunity foregone at the end of the 
accounting period in order to hold the inventory item so that it can be sold 
later in the ordinary course of business. The entry price is thought to be less 
relevant because it represents the value of the opportunity foregone only after 
one decides to replace the asset. The exit price also would state inventories on 
a “realizable” basis that is more nearly comparable to the valuation basis 
for other current assets. Furthermore, it includes value added during the period 
to the extent the exit price is increased by the value added. However, many 
authorities who reject the entry price in principle will accept it in the absence 
of a reliable exit price if the relationship of changes in entry prices to changes 
in current or future exit prices is sufficiently direct.
Answer 5
a. 1. Joint costs are the costs of a production process that by its basic nature—
not by managerial decision— simultaneously manufactures two or more 
products of significant relative sales value. After-split-off costs, on the 
other hand, are costs that can be attributed to one of the joint products 
after it has emerged from the common process.
2. Only some—not all—joint costs are fixed costs, costs that do not vary 
directly with volume. Many joint costs do vary directly with volume.
3. Only some—not all—joint costs are prime costs, which are defined as 
direct material and direct labor costs. Some joint costs are overhead costs.
4. Although indirect costs and joint costs include the same cost elements and 
cannot be identified with a single unit of product or batch, indirect costs can 
pertain to a process that produces only one product. As mentioned above, 
joint costs pertain only to a production process that by its basic nature 
simultaneously manufactures two or more products of significant relative 
sales value.
b. 1. Physical measures generally can incorporate the relevant characteristics
of raw material and labor inputs, production rate, and output of the 
production process since joint costs usually are related to these factors.
Since joint products emerge from a single production process, each 
unit of output might be assigned an equal share of the joint costs by basing 
the allocation on the number of units of output produced. This measure 
could be modified to include the rate of production for each joint product. 
Another modification could include the weight of the output, a factor that 
would emphasize the amount (and, hence, the cost) of the raw material 
input that would emerge as output.
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In the situation where one physical measure or a combination of physi­
cal measures results in allocations related closely to the revenue-producing 
power of each joint product, the physical measures may be preferred be­
cause joint costs are related to physical factors and because the meas­
ures are readily available. In other situations where the selling price 
is not sufficient to recover such an allocation, one may object to the arti­
ficial product “losses’* that are created by the allocation basis. Any method, 
however, is essentially arbitrary and is only as valid as the premise which 
underlies it. The combined revenues and joint costs of the products are 
unchanged by the selection of an allocation basis.
2. For those situations in which allocations based on physical measures are 
misleading, the relative sales value method may be used to avoid implying 
that management has erred in manufacturing a joint product which has 
an essentially allocated cost per unit in excess of its sales value per unit. 
Since a joint product can be eliminated only by long-run actions such as 
altering raw material composition or the manufacturing process itself, in 
the short run management usually is limited to determining when the 
joint product can make the greatest contribution to the recovery of joint 
costs and overhead: at the time of split-off or after being processed further. 
The use of the relative sales value method does not make the short-run 
issue clear, but it does hedge against a very misleading inference. In as­
signing costs in proportion to the product’s ability to absorb the costs, the 
method presumes that each joint product should yield a profit under 
typical marketing conditions.
The relative-sales-value method also presumes a direct relationship be­
tween selling price and common costs (particularly to raw materials costs), 
but this relationship may be altered significantly by scarcity, consumer 
wants, or market strategy. Hence, this presumption may or may not be 
valid, depending on the situation.
c. In the development of weights for allocating joint costs to joint products, the 
relative sales values of joint products usually are reduced by after-split-off costs 
because the contribution of each product to the recovery of joint costs and 
overhead is the best measure of each product’s ability to absorb these 
costs. Only for the situation in which the after-split-off costs are immaterial 
or are the same for each joint product is the adjustment unnecessary.
d. The Corporation’s decision to emphasize sales of large sheets was based 
upon the relative sizes of the gross margins for large sheets and small sheets. 
Because every good sheet finished was assigned an equal share of the joint 
costs, the relatively higher sales price of the large sheet naturally produced 
a larger gross margin than the relatively lower sales price of the small 
sheets. Hence an invalid inference about how to increase profits was made.
The Corporation evidently did not realize that as long as the selling price 
was higher than variable after-split-off  costs, as many of the small sheets of 
plate glass as possible should have been sold in order to increase the contribu­
tion to the recovery of joint costs and overhead.
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When the maximum inventory level for small sheets was reached, the 
production of small sheets was cut back. If the flawed sheets which emerged 
from the process were not cut into small sheets and polished for sale, the 
joint costs of the flawed sheets had to be allocated to the good sheets that 
were finished (a large proportion of which must have been large, perfect 
sheets of plate glass). The cost of the large sheets was increased and, when 
matched with revenue earned at the time of sale, resulted in a lower gross 
margin.
The reallocation of the fixed advertising budget may have contributed to 
the change in product mix. There is also the possibility that the market for 
small sheets, at least to some extent, was interrelated with the market for 
large sheets. In some cases, one may have been a substitute for the other.
Answer 6
a. Stating fairly the lessor’s net income during each of the periods of leasing 
activity is the most important consideration in choosing a method of assigning 
revenues and expenses to lease periods. Factors pertinent to the choice include 
(1) the nature of the lessor’s business activities; (2) the specific objectives of 
its leasing activities, including the relationship to other business activities of 
the lessor, if any; (3) the term of the lease in relation to the estimated useful 
life of the property; (4) the existence of extension or purchase options and 
the likelihood that the lessee will exercise them; and (5) provisions of the lease 
which indicate the extent to which the usual risks of ownership, e.g., obsoles­
cence, unprofitable operations, unsatisfactory performance, idle capacity, dubi­
ous residual or salvage value; or rewards of ownership, e.g., profitable opera­
tions, gain from appreciation in value at end of lease, rest with the lessor 
of the lessee.
b. 1. The financing method generally is appropriate for measuring periodic net
income from leasing activities of entities engaged in, perhaps among 
other things, lending money at interest, e.g., lease-finance companies, 
banks, insurance companies or pension funds. Lease agreements of insti­
tutions of this kind typically are designed to pass all or most of the usual 
ownership risks or rewards to the lessee, and to assure the lessor of, and 
generally limit him to, a full recovery of his investment plus a reasonable 
return on the use of the funds invested, subject only to the credit risks 
generally associated with secured loans. Usually the financing method is 
similar to the method of accounting for revenue already in use for other 
lending activities of the institutions.
The financing method is also appropriate for a leasing activity of an 
entity which is not identified as a financial institution, such as a manu­
facturer, if the principal objective of the leasing activity is to obtain 
a reasonable return on funds committed.
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2. The operating method is appropriate for measuring periodic net income 
from leasing activities of companies which retain the usual risks or re­
wards of ownership in connection with their leasing activity, e.g., the 
owner operator of an office building, the lessor of automotive equip­
ment on short-term leases—daily, weekly or monthly. They may also 
assume responsibilities for maintaining the leased property or furnishing 
certain related services which will give rise to costs to be incurred in the 
future. Rental revenues are designed to cover the costs of these services, 
depreciation and obsolescence, and to provide an adequate profit for as­
suming the risks involved.
The operating method is also appropriate if the leasing activity is an 
integral part of manufacturing, marketing or other operations of a 
business which generates revenues and costs that must be considered 
along with revenues and costs from the leasing activities in arriving at appro­
priate methods for measuring the overall periodic net income, e.g., leases 
of retail outlets with lease provisions deliberately made favorable to induce 
the lessee to market the lessor’s product, and leases which generate signi­
ficant servicing revenues and costs.
Finally, the operating method is appropriate for the leasing activities 
of an otherwise strictly financing institution if the nature of the leasing 
activities is the same as that described in the preceding two paragraphs.
c. 1. Amounts invested in leasing activities which are significant in relation 
to other resources or activities should be stated separately in a manner 
which best describes the nature of the investment.
The investment in leasing activities is neither a conventional loan or 
receivable, nor is it in the same category as facilities employed in typical 
manufacturing or commercial operations. When the operating method is 
used, the investment should be classified with or near property, plant 
and equipment and a description used similar to “investment in leased 
property,” “property held for or under lease,” or “property leased to 
others.” Accumulated allowances for depreciation and obsolescence should 
be shown as a deduction from the investment.
2. In addition to an appropriate description in the balance sheet of the 
investment in property held for or under lease, the principal accounting 
methods used in reporting leasing activities should be disclosed. Where 
leasing is a substantial portion of a nonfinancing institution’s operations, 
the financial statements should disclose sufficient information to enable 
readers to assess the significance of leasing activities to the company.
Leases and leased property are also subject to the conventional dis­
closure requirements affecting financial statements, e.g., disclosure of 
pledges of leased property and leases as security for loans.
Answer 7
a. The primary purpose of a quasi-reorganization is to establish a new basis 
for accountability along with a fresh start toward profit. The corporate entity 
and conditions of competition remain unchanged during a quasi-reorganiza-
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tion. However, the recorded values of assets may be restated downward to 
fair value, the equity accounts are restated in order to leave the Retained 
Earnings account with a zero balance, the Retained Earnings account is 
“dated” for a period of time (sometimes less than and never more than 
ten years) following the reorganization, and full disclosure of the procedure 
and its effects are made in the financial statements. The quasi-reorganization 
must be approved by the stockholders before it can be placed in effect.
b. In general, a quasi-reorganization is justified when (a) a large deficit from 
operations exists, (b) it is an acceptable alternative to reorganization by 
legal proceedings, (c) the book value of the assets is significantly more than 
realistic going-concern values, (d) a break in the continuity of die historical 
cost basis is clearly needed so that realistic financial reporting is possible, 
(e) the balances of retained earnings and paid-in capital are inadequate to 
absorb the decreases in the going-concern asset values and (f) the accounting 
adjustment appears to be desirable to all parties concerned.
c. 1. Since the evidence indicates that the Company has reached a turning
point and that profitable operations can be expected hereafter, a quasi­
reorganization to eliminate the accumulated deficit would be appropriate 
if the stockholders approve it. The purpose of eliminating the deficit— 
and the purpose of a quasi-reorganization—is to relieve the Company 
from the handicap of past losses which result in an unfavorable reporting 
of current financial position even after conditions resulting in the losses 
have changed.
2. A company that elects to have a quasi-reorganization generally cannot 
show enough earning power to justify a write-up of operating land and 
buildings and usually needs to write them downward instead. Any figure 
that is to be accepted as representing fair value must stand all the eco­
nomic tests of value including the ability of the Company to earn a fair 
return based on such values. In view of the results of prior years' opera­
tions, to write up the recorded value of operating land and buildings 
would not be appropriate even though there is some evidence to justify 
greater expectations of future benefits. Quasi-reorganizations that result 
in net write-ups are not in accordance with generally accepted accounting 
principles. The device is not intended for situations where changes in the 
general price level or current value indicate the need for upward revisions 
of asset values on the books. However, write-ups and write-downs within 
a group of assets that would not result in a net write-up are acceptable.
3. Since an asset contingent upon having enough income in the next five 
years to use the operating loss carryforward should not be recorded un­
less there is a strong presumption of realization, setting up the asset at 
the time of the quasi-reorganization is not appropriate even though the 
future operations of the Company are expected to be profitable. Assets 
contingent upon the profitability of the future should not be recorded at 
the time of quasi-reorganizations. If, however, the loss carryforward is re­
corded, tax benefits arising from losses attributable to periods prior to 
reorganization should be excluded from income and retained earnings 
subsequent to reorganization.
Solutions and Answers to Examinations, November 1967
ACCOUNTING PRACTICE— PART I 
November 1, 1967; 1:30 to 6:00  p.m.
Solution 1
1. c 11. A
2. D 12. D
3. C 13. E
4. A 14. B
5. A 15. C
6. B 16. A
7. A 17. E
8. C 18. E
9. B 19. D
10. C 20. E
Solution 2
a.
Warehouse Company
COMPUTATION OF PREPAID INSURANCE,
TAXES, AND MAINTENANCE
Paid for the period July 1, 1966 to June 30, 1967 $ 10,650
Less portion expired at December 31, 1966 5,325
Prepaid portion at December 31, 1966 $ 5,325
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b.
COMPUTATION OF COST OF WAREHOUSE BUILDING LESS 
ACCUMULATED DEPRECIATION
Cost of warehouse July 1, 1965 $500,000
Less depreciation: 1965 $ 6,250
1966 12,500 18,750
Warehouse building, cost less accumulated depreciation $481,250
COMPUTATION OF CURRENT LIABILITIES ARISING 
FROM THE LEASE
Original lease balance (present value) $500,000
Lease payment July 1, 1965 $65,000
Less maintenance fee to June 30, 1966 10,650
Balance applicable to lease 54,350
Lease balance July 1, 1965 445,650
Lease payment July 1, 1966 65,000
Less maintenance fee to June 30, 1967 10,650
Balance applicable to lease 54,350
Interest at 6% from July 1, 1965 to June 30, 1966 26,739
Balance applicable to lease 27,611
Lease balance July 1, 1966 $418,039
Payment due on lease July 1, 1967 (as above) $ 54,350
Less interest at 6% from July 1, 1966 to June 30, 1967 25,082
Current portion of lease liability 29,268
Accrued interest payable (July 1, 1966 to December 31, 1966) 12,541
Total current liabilities arising from lease $ 41,809
d.
COMPUTATION OF LONG-TERM LIABILITIES 
ARISING FROM THE LEASE
Lease balance July 1, 1966 (from above) $418,039
Less current portion of lease liability (from above) 29,268
Long-term liabilities arising from the lease $388,771
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Solution 3
Jones, McDill, Gilrey, Carter and Adams 
SCHEDULE OF PAYMENTS DUE DECEASED PARTNERS’ ESTATES
March
1966
December
1966
January
1967
Payments due Jones Estate
For: Earnings $1,450.00 $1,450.00 $1,450.00
Interest 251.40 879.90
Total guaranteed payment 1,701.40 1,450.00 2,329.90
Capital account 7,542.00 4,399.50
Total due $9,243.40 $1,450.00 $6,729.40
Payments due Adams Estate
For: Earnings $ 513.02 $ 513.02 $ 513.02
Interest 25.40 88.90
Total guaranteed payment 538.42 513.02 601.92
Capital account 762.00 444.50
Total due $1,300.42 $ 513.02 $1,046.42
Supporting Computations
Jones Estate
March 1966
Earnings $985,000 X .30 X .25 X 1/48 =  $1,539.06*
Interest $ 25,140 X .06 X 2 /12 =  251.40
Capital $ 25,140 X .30 =  $7,542.00
*Maximum earnings allowed: $17,400 ÷  12 =  $1,450 per month
for 50 months plus $1,375 for 1 month
January 1967
Interest ($25,140 —  7,542) X .06 X 10/12 =  $ 879.90
Capital ($25,140 —  7,542) X 1/4 =  $4,399.50
Adams Estate
March 1966
Earnings $985,000 X .10 X .25 X 1/48 =  $513.02
Interest $ 2,540 X .06 X 2 /12 =  $ 25.40
Capital $ 2,540 X .30 =  $762.00
January 1967
Interest ($2,540 --  762) X .06 X 10/12 =  $ 88.90
Capital ($2,540 --  762) X 1 /4 =  $444.50
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b. Kaufman Corporation
COMPUTATION OF MINIMUM STOCK REORDER POINT
FOR KOMTRONICS
5,184 annual usage
Average daily usage =  ———-----—----- -----  =  20 per day.259 working days
Normal lead time =  20 working days
Average lead-period usage: 20 X 20 =  400 units (A)
Maximum daily usage 28 per day
Less average daily usage 20
Excess above average 8 per day
Normal lead time 20 days
Safety stock 160 units (B)
Average lead-period usage 400 units (A)
Safety stock 160 units (B)
Minimum stock order point (based
on reasonable maximum usage
prior to receipt of newly-ordered
stock) 560 units
c. COMPUTATION OF COST OF A STOCKOUT
OF KOMTRONICS
Excess cost for local purchase of one gross (Note A ) :
List price locally per gross $800
Kaufman’s net delivered cost per gross ($480 +  $20) 500
Excess cost for one gross 300
Order and receiving cost 30
Total cost first five days of stockout $330
Extra cost for rush orders:
Extra freight and order costs for each order 52
Order and receiving cost 30
Extra cost per order each additional five days 82
Number of potential extra orders (Note B) x 3
246
$576
Total extra cost for rush order 
Total potential cost of stockout
Note A: One gross purchased on a local basis will be sufficient as rush order will be 
received in five working days and maximum usage in a five-day period is 140 units 
(5 X 28).
Note B: 28 units X 20 days =  560 144 =  3.9 gross maximum requirement during the
20-day period which must elapse before normal delivery of a regular order can be 
received. However, since 1 gross must be purchased locally, only 2.9 gross need 
be ordered by air freight, but the order must be rounded up to 3 gross because only 
full gross lots are obtainable.
Not required:
Cost of carrying ample stock to prevent stockout is $62* X 4 gross =  $248. 
*Annual carrying cost of $50 per gross plus storage cost of $12 per gross.
A ccounting Practice— Part I 165
Solution 5
a.
Melgar Company
CONSTRUCTION COSTS ADJUSTED TO 1963 PRICE-LEVEL
Costs Adjusted to 1963 
Converter Price-Level1964 Actual Costs
Materials $ 418,950 100/105
Labor 236,250 100/105
Variable overhead 47,250 100/105
Building depreciation 25,000 100/ 90
Equipment depreciation 175,000 100/ 96
Totals for 1964 902,450
$ 399,000 
225,000 
45,000 
27,778 
182,292 
879,070
1965
Materials
Labor
Variable overhead 
Building depreciation 
Equipment depreciation
Totals for 1965
434,560 100/112
274,400 100/112
54,208 100/112
25,000 100/ 90
175,000 100/ 96
963,168
388,000
245,000
48,400
27,778
182,292
891,470
1966
Materials 462,000
Labor 282,000
Variable overhead 61,200
Building depreciation 25,000
Equipment depreciation 175,000
Totals for 1966 1,005,200
Total construction costs ad­
justed to 1963 price-level $2,870,818
100/120 
100/120 
100/120 
100/ 90 
100/ 96
385,000
235,000
51,000
27,778
182,292
881,070
$2,651,610
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b.
ACTUAL COSTS ADJUSTED FOR COMPARISON OF 
PRICE-LEVEL CHANGES* WITH ESTIMATED COSTS
Actual Costs Adjusted 
to 1963 Price-Level
1963
Estimated Costs Difference
Materials
1964
1965
1966
Total
$ 399,000
388,000
385,000
$1,172,000 $1,200,000 $ 28,000
Labor
1964
1965
1966
Total
$ 225,000
245,000
235,000
$ 705,000 $ 750,000 45,000
Variable overhead
1964
1965
1966
Total
$ 45,000
48,400
51,000
$ 144,400 $ 150,000 5,600
Estimated original out-of-pocket costs in excess of actual
costs adjusted for price-level changes. 78,600
Depreciation
1964 $ 210,070
1965 210,070
1966 210,070
Total $ 630,210 $ 600,000 (30,210)
Total estimated costs in excess of total actual costs adjusted
for price-level changes. $ 48,390
*1963 =  100 = = = = =
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c.
GAIN OR LOSS ON SALE OF LAND AND BUILDING 
ADJUSTED TO 1963 PRICE-LEVEL
Land
Sales price 
Converter
Sales price adjusted to 1963 price-level 
Cost
Gain
Building 
Sales price 
Converter
Sales price adjusted to 1963 price-level 
Cost (per schedule)
Loss
Net loss adjusted to 1963 price-level 
Less depreciation: Building
Equipment
Net gain, excluding depreciation, 
adjusted to 1963 price-level
$ 150,000 
100/120  
125,000 
100,000
2,850,000
100/120
2,375,000
2,651,610
83,334
546,876
$ 25,000
(276,610)
(251,610) 
630,210
$ 378,600
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Township of Hamlet
TRANSACTIONS JOURNAL ENTRIES 
(Not Required)
December 31, 1966
(1)
Property tax revenues
Water revenues
Court fines
Interest on savings accounts
General Fund surplus 
Water works costs 
City constable and Court fees 
Commissioners’ salaries and expenses 
Miscellaneous expenses
To record 1966 budget of estimated revenues and appropri­
ations for expenditures adopted by the city commission. 
General Fund surplus was appropriated to balance the 
budget.
Debit Credit
$ 26,750 
30,000 
12,500 
2,000 
12,450
$66,500
10,000
6,000
1,200
(2)
Cash in savings account 2,240
Water works costs 64,360
City constable and Court fees 9,550
Commissioners’ salaries and expenses 5,470
Miscellaneous expenses 2,610
Property tax revenues 26,750
Water revenues 32,060
Court fines 11,025
Interest on savings accounts 2,240
Cash in checking accounts 12,155
To record interest received on savings accounts. Also to 
record actual cash receipts and disbursements and net 
decrease in checking account balances from the above.
(3)
Cash in checking accounts 
Cash in savings accounts
To record transfer of cash from savings accounts to 
checking accounts.
(4)
Cash on hand
Cash in checking accounts
To record increase in cash on hand on 12/31/66 (shown 
as increase of cash in checking account in entry 3 above).
15,000
15,000
90
90
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(5)
Cash in checking accounts 1,440
Due from water customers
To record collections from water customers in excess of 
billings during 1966 (decrease in receivables).
(6)
General Fund surplus 3,640
Water works supplies
To record supplies used during 1966 and to correct 
General Fund surplus at 12/31/65 (reserve for supplies 
inventory was not established in 1965).
1,440
3,640
ACCOUNTING PRACTICE— PART I 
November 2, 1967; 1:30 to 6 :00  p.m.
Solution 1
a. Gant Corporation
COMPUTATION OF TAXABLE INCOME
For the Year Ended December 31, 1966
Net income per books before taxes $125,000
Less: Depreciation of equipment repairs $ 1,000
Amortization of patent 500 1,500
Adjusted net income per books before taxes 123,500
Add:
Recapture of lease-bonus depletion on expired lease
not drilled (27½ % of $2,000) 550
Net life insurance premiums ($3,000 — $1,775)
Net capital loss— sale of Baco stock
1,225
($3,500 -  $2,200) $1,300
Less net Sec. 1231 gain ($600 — $200) 400 900
Contributions ($3,650 +  $1,720) 5,370 8,045
Total 131,545
Deduct:
Nontaxable interest: United States Government bonds 150
Illinois highway bonds 410 560
Depletion on lease bonus (27½ % of $1,000) 275
Statutory depletion in excess of cost depletion 1,550
27,385Life insurance proceeds 25,000
Taxable income subject to contributions limitation 104,160
Less:
Allowable contributions (5% of $104,160) 5,208
Dividends received deduction (85% ) 3,825 9,033
Taxable income $ 95,127
171
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b. SCHEDULE OF CARRYFORWARD ITEMS AS OF
DECEMBER 31, 1966
Capital Logs Carryforward
Carryforward short-term loss on sale of stock from 1965 
($3,500 -  $2,500)
Section 1231 gain (milling machine) $ 600
Section 1231 loss (machine sold for $300 — $500 salvage) (200)
Net Sec. 1231 gain
Long-term loss on sale of Baco stock ($3,500 — $2,200)
Net capital loss carryforward short-term
$ (1,000)
400
(1,300)
$ (1,900)
Contributions Carryforward
Contribution to State University in 1965
Less contribution applicable to 1965 (5% of $10,500)*
Carryforward from 1965
Contributions in 1966:
State University
Lathe to Goodwill Industries (per schedule below)
Total available for 1966
Applicable to 1966 (5% of $104,160)
Contributions carryforward at December 31, 1966
* Expenses in excess of net loss reported on 1965 return 
treated as constructive dividend
Less: Depreciation of equipment repairs $ 1,000
Amortization of patent 500
Taxable income subject to contributions limitation
Supporting Computations 
(Not Required)
Computation of Contribution Deduction for Lathe
Original cost in 1959
Special depreciation deduction in 1959 (20% )
Balance subject to depreciation
Depreciation not subject to recapture: 1959 — $200
1960— 480 
1961 — 480
Depreciation subject to recapture: 1962 — 480
1963— 480
1964— 480
1965— 480
$ 3,650 
525
3,125
3,650
2,080
8,855
5,208
$ 3,647
$ 12,000
1,500 
$ 10,500
$6,000
1,200
4,800
1,160
3,640
Book value at date of contribution
Fair market value of contribution 
Less depreciation recaptured—Sec. 1245
Balance allowable as contribution
1,920
$1,720
$4,000
1,920
$2,080
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Computation of Statutory Depletion Deduction 
in Excess of Cost Depletion
Statutory depletion on $10,000 oil royalty at 27½ % $2,750
Cost depletion per books 1,200
Excess $1,550
Solution 2
a.
Ellford Corporation
SCHEDULE OF SELF-CONSTRUCTED EQUIPMENT COST 
STATED AT FULL COST
Services of consulting engineer $ 10,000
Work subcontracted 20,000
Materials 200,000
Production labor 65,000
Maintenance labor used on self construction 100,000
Payroll expenses for indirect labor (30%) 30,000
Manufacturing overhead (Note 1) 52,000
Allocated executive salaries 22,500
Postage, telephone, supplies and miscellaneous expenses 10,500
Total $ 510,000
Note 1: Schedule of Manufacturing Overhead Cost
Total manufacturing overhead $5,630,000
Less: Maintenance labor used on self-construction $100,000*
Payroll expenses for maintenance labor (30% ) 30,000 130,000
Balance $5,500,000(a)
*The assumption could be made that this amount was not included in manufacturing 
overhead and therefore should not be deducted.
Production labor for normal products $6,810,000
Add production labor used on self-construction 65,000
Total production labor $6,875,000(b)
Manufacturing overhead =  80% (a÷ b) of production 
labor =  .80 X $65,000 =  $52,000
An alternative solution would not include payroll expenses in manu­
facturing overhead and would allocate $19,500 payroll expense to pro­
duction labor. This alternative would produce a 50% overhead appli­
cation rate.
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b.
Ellford Corporation
SCHEDULE OF SELF-CONSTRUCTED EQUIPMENT COST 
STATED AT INCREMENTAL COST
Services of consulting engineer $ 10,000
Work subcontracted 20,000
Materials 200,000
Production labor 65,000
Variable manufacturing overhead (50% of $52,000) 26,000
Postage, telephone, supplies, and miscellaneous expense 10,500
Total $331,500
c.
$400,000—the low bid from a reputable manufacturer. This includes at least a 
part of the overhead incurred other than the strictly variable overhead. Most accounting 
authorities recommend that self-constructed assets should be allocated overhead on the 
same basis as other production when a plant is not operating at capacity. This has the 
effect, however, of increasing net income because of the reduced overhead allocation 
to normal production. Any cost incurred from the self construction of an asset which 
is in excess of the cost of a comparable asset from a reputable supplier is a loss and 
should be charged against revenues of the current period.
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Journal Entries for Consolidated Financial Statements
December 31, 1966  
(Not Required)
Debit
(1)
Capital stock $ 80,000
Retained earnings 24,000
Signboard leases 16,000
Investment
To eliminate reciprocal elements in investment and 
equity accounts and allocate excess to signboard 
leases.
Credit
$120,000
(2)
Retained earnings 9,600
Expenses 3,200
Amortization to date
To amortize excess investment allocated to signboard 
leases.
(3)
Sales 100,000
Cost of goods sold
To eliminate intercompany sales.
12,800
100,000
(4)
Retained earnings 5,000
Cost of goods sold 2,500
Inventories
To eliminate intercompany profit in inventory.
7,500
(5)
Accounts payable 36,000
Accounts receivable
To eliminate intercompany account receivable and 
payable.
36,000
(6)
Notes payable 8,000
Other current liabilities 240
Notes receivable 
Other current assets
To eliminate intercompany note receivable and pay­
able and related accrued interest.
8,000
240
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Debit
(7)
Retained earnings $ 10,000
Plant and equipment
To eliminate intercompany gain on sale of building.
Credit
$10,000
(8)
Accumulated depreciation 1,750
Retained earnings 
Expenses
To eliminate depreciation on building by subsidiary 
in excess of original cost to parent.
1,250
500
(9)
Dividends receivable 7,200
Retained earnings
To set up dividend receivable not recorded by parent
7,200
(10)
Dividends payable 7,200
Dividends receivable
To eliminate intercompany dividends receivable and 
payable
7,200
( 11)
Capital stock 20,000
*Retained earnings 10,000
Minority net income 5,000
Minority interest
To set up 20 per cent minority interest
35,000
*Computation of Reduction in Retained Earnings
Sun’s retained earnings per balance sheet $75,000
Add dividends payable 9,000
Retained earnings, 12/31/66, prior to divi­
dend 84,000
Less net income 25,000
Retained earnings, 1/1/66 59,000
Minority ownership .20
Minority interest in retained earnings 1/1/66 11,800
Less minority interest in dividends payable 1,800
Balance to reduce retained earnings $10,000
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Solution 4
a. 1.
Mystic Company
COMPUTATION OF SHARES OUTSTANDING
1-2-62 Original issue
Common
1,000
Preferred
1,000
12-31-62 Shares outstanding 1,000 1,000
1-2-63 Stock dividend to preferred 50
12-31-63 Shares outstanding 1,050 1,000
4-30-64 Stock dividend to common 105
5-1-64 Shares exchanged for Homes stock 600
12-31-64 Shares outstanding 1,650 1,105
1-1-65 3-for-2 split on common 825
12-31-65 Shares outstanding 2,475 1,105
1-1-66 2-for-1 split on common 2,475
7-1-66 2-for-1 exchange 442 (221)
12-31-66 Shares outstanding 5,392 884
2.
COMPUTATION OF COMMON STOCK OUTSTANDING 
EXPRESSED IN AVERAGE CURRENT EQUIVALENT SHARES
1962 1,000 X 3 /2  X 2 /1  = 3,000
1963 1,050 X 3 /2  X 2 /1  = 3,150
1964 1,050 X 4 months =  4,200
1,650 X 8 months =  13,200
Total 17,400
17,400 x  3 x  2
12  2  1 4,350
1965 2,475 X 2 = 4,950
1966 4,950 X 6 months =  29,700
5,392 X 6 months =  32,352
Total 62,052÷ 12 =  5,171
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3.
COMPUTATION OF CASH DIVIDENDS 
PAID ON COMMON STOCK
1962 None
1963 None
1964 $3.19 X 1,650 shares $ 5,263.50
1965 $1.75 X 2,475 shares $4,331.25
$2.75 X 2,475 shares 6,806.25 11,137.50
1966 $1.25 X 4,950 shares 6,187.50
$1.25 X 5,392 shares 6,740.00 12,927.50
b.
Mystic Company
FIVE-YEAR SUMMARY OF FINANCIAL STATISTICS
1962 1963 1964 1965 1966
Net income (loss) $(6,720) $16,395 $28,380 $47,715(1) $36,330
Common stock
Earnings per share 
Dividends per share
$(4.24)
-0-
$ 3.30 
-0-
$ 5.00 
$ 1.21(2)
$ 8.30(1)
$ 2.25
$ 6.00 
$ 2.50
Preferred stock
Earnings coverage — 1.12(3) 2.73 4.28 7.20 6.85
(1) Includes extraordinary gain of $9,900 or $2.00 per share.
(2) Plus a dividend of one share of 6% cumulative preferred stock for every ten 
shares of common stock owned.
(3) Preferred stock dividend discharged by the issuance of one share of common 
stock for every twenty shares of preferred stock owned.
Dividends and earnings per share have been adjusted for a three-for-two stock split 
in 1965 and a two-for-one stock split in 1966 and are expressed as a weighted 
average of the number of shares outstanding every year.
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Computation of Adjusted Net Income, Cash Dividends, 
Earnings per Share and Earnings Coverage
1962 1963 1964 1965 1966
Net income per statements $( 9,600) $19,275 $30,960 $47,715 $33,750
Net operating loss adjust­
ment 2,880 (2,880)
Income tax adjustment (2,580) 2,580
Adjusted net income (A) ( 6,720) 16,395 28,380 47,715 36,330
Dividends on preferred 
stock (B) 6,000 6,000 6,630 6,630 5,304
Income available to 
common stock (C) (12,720) 10,395 21,750 41,085 31,026
Extraordinary gain ad­
justed for income tax (D) 9,900
Net earnings from 
operations applicable 
to common stock (E) $(12,720) $10,395 $21,750 $31,185 $31,026
Cash dividends paid
on common stock (F) -0- -0- $ 5,263.50 $11,137.50 $12,927.50
Equivalent shares of com­
mon stock outstanding (G) 3,000 3,150 4,350 4,950 5,171
Common stock:
Earnings per share from 
operations (E÷ G)
Other income per share 
(D÷ G)
$ (4.24) $ 3.30 $ 5.00 $ 6.30
2.00
$ 6.00
Earnings per share 
  (C÷ G) $ (4.24) $ 3.30 $ 5.00 $ 8.30 $ 6.00
Dividends per share 
(F÷ G) $ -0- $ -0- $ 1.21* $ 2.25 $ 2.50
Preferred stock:
Earnings coverage 
(A÷ B) — 1.12 2.73 4.28 7.20 6.85
*An acceptable alternative solution would be $1.06 if 1964 outstanding shares are 
based on the year-end balance rather than the weighted average.
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Accounting Practice—Part II 183
Proof o f Transfer 
(Not Required)
Cooking
400 X 1.44 =  $ 576
600 X 1.44 =  864
39,200 X 1.44 =  56,448
40,200 $ 57,888
Mix-Pack
300 X 1.27 =  $ 381
300 X 1.27 =  381
79,400 X 1.27 =  100,838 
80,000 $101,600
c. COMPUTATION OF YIELD RATIO
=  80.4% Yes, the process was in control.41,000
51,000
Computation of Materials for Yield Ratio 
(Not Required)
Units transferred 40,200
Ending inventory 800
Materials yield 41,000
Units started 50,000
Beginning inventory 1,000
Materials input 51,000
AUDITING
November 2 ,  1967; 8:30  a.m. to 12:00 m.
Answer 1
1. D 9. A
2. A  10. C
3. B 11. A
4. C 12. D
5. B 13. A
6. D 14. C
7. D 15. C
8. C
Answer 2
a. 1. The auditor must control all inventories until they have been counted to 
be certain that gems are not transferred from one store to another store 
and included in inventory more than once. Gems are easily transportable 
and are not readily distinguishable from other gems by the layman. Thus 
unless all of the inventories were controlled by the CPA during the counting 
of the inventory, he would be uncertain whether or not gems and jewelry 
had been transferred from store to store without his knowledge.
2. The nature of the inventory is such that a CPA is not competent without 
special training to identify or value the merchandise in the inventory. 
Although he can count the gems on hand, he cannot be certain whether he 
is counting valuable gems or nearly worthless imitations. It is therefore 
necessary that the CPA engage the services of individuals who are com­
petent to identify and appraise the value of the gems.
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b. 1. The significant difference between the verification of a diamond and dia­
mond jewelry inventory and most other inventories is that the CPA is 
not competent to identify or value the diamonds. Because the diamond 
inventory is obviously material in relation to the financial position and 
results of operations of this client, the CPA must take some steps beyond 
those he would normally employ.
2. The following audit program is suggested:
a. Review the client’s inventory plans in detail and make advance visits 
to retail stores as considered necessary, resolving important questions 
and problems while becoming familiar with the operating and inventory 
procedures.
b. Engage the services of independent diamond experts who are com­
petent to examine and appraise the diamonds. These experts should 
participate in the activities of the audit staff in relation to identification 
and valuation of the diamond inventory.
c. Observe the taking of the physical inventory.
d. Test quantities counted by the client.
e. Trace the test counts to the inventory summaries.
f. Test prices recorded in the inventory summary with the client’s pur­
chase records.
g. Have the diamond expert examine the quality of the gems included in 
the inventory.
h. Test extensions and footings of the inventory summaries.
i. Compare the physical inventory count with the perpetual inventory 
records.
j. Compare perpetual inventory records with the inventory control account.
k. Review the cutoff of purchases.
l. Review the cutoff of sales.
m. Compare inventory cost prices with selling prices and market prices.
n. Compare inventory turnover and gross profit percentages with industry 
averages.
o. Determine the adequacy of insurance coverage and employee fidelity 
bonds.
p. Obtain inventory certificate from the client.
q. Eliminate any inventory profit between the wholesale store and retail 
stores (applies only to retail stores).
c. In some manner the CPA should exercise control over the in-transit inventory 
so that he may be certain it is counted but not duplicated in the inventory. 
If possible a staff member of the CPA firm should be on hand at the retail 
store when the diamonds in transit are delivered. The gems should be examined 
by a diamond expert as to quality and value, and his findings should be com­
pared with the records of the shipment at the wholesale store. It should be 
determined that the diamonds were included in the inventory of only one store 
and that all inventory profit was eliminated from the inventory.
If the CPA could not be completely satisfied that accountability for the in­
transit shipment was proper the materiality of the amount involved would 
determine the procedures to be employed. If the amount were material it
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would be necessary to take a subsequent physical inventory after delivery and 
adjust the subsequent inventory back to the balance sheet date.
Answer 3
a. A CPA may ethically accept an engagement to prepare financial statements 
from the books in exchange for stock so long as he does not render an opinion 
on the fairness of the financial statements. Whether the CPA prepares 
the statements on his stationery or on plain paper, the CPA should clearly 
and conspicuously mark each page of the financial statements as unaudited. 
A disclaimer of opinion should also accompany the financial statements.
b. Because the CPA is not rendering an opinion on the financial statements 
(which he is prohibited from doing by virtue of the fact that he is committed 
to acquire stock ownership in the client company) he need not disclose his 
commitment to acquire an interest in the company.
c. The CPA should insist that the fifty building lots be presented in the financial 
statements at their cost of $40,000. If the president agrees, the CPA need 
only to disclaim an opinion because the financial statements are unaudited.
If the president insists that the fifty building lots be presented in the financial 
statements at their expected sales price of $500,000, the CPA should insist 
upon disclosure of the facts by a footnote in the statements and should disclaim 
an opinion on the financial statements because they are unaudited and in his 
disclaimer state his reservations about the presentation of the lots and the 
effect of this presentation on the financial statements. If the president refuses 
to permit the footnote to be included in the financial statements, the CPA 
should include the disclosure in his disclaimer and state his reservations and 
their effects in his disclaimer.
If the president will not accept the financial statements with the disclosure 
of the writeup of the building lots and the CPA’s disclaimer of opinion with his 
reservations stated, the CPA should withdraw from the engagement.
d. The CPA should sign the return and need not disclose his stock ownership in 
the Corporation. The preparer’s declaration on the tax return is not considered 
as constituting an opinion (therefore the provisions of answer “b” above 
apply). The CPA must sign the preparer’s declaration because the stock he 
will receive is compensation as defined by the Internal Revenue Code and his 
signature is required by the standards of responsibilities of CPAs in tax 
practice.
e. The cost of the vacation which was listed as an expense should instead be 
correctly shown as an account receivable from the president. The same answer 
applies to both the tax return and the financial statements. If the expense 
were not reported as an account receivable, the CPA would (1) subject 
himself to the penalties of perjury in signing the preparer’s declaration on the 
tax return, (2) violate the ethics of the profession by lending his name to 
false and misleading statements and (3) be liable for suit by stockholders and 
creditors to recover the amount from the CPA.
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f. A CPA cannot render an opinion on the financial statements of a firm in 
which he directly or indirectly owns or is committed to acquire an interest.
Answer 4
a. Controls at the field warehouse with regard to receipts and releases of goods 
should be as follows:
1. Only the stock record clerk should be authorized to sign nonnegotiable 
warehouse receipts and he should ascertain that all supporting documents 
are in good form and that the goods were received before issuing a receipt.
2. Prenumbered receipt forms should be used and all forms should be ade­
quately controlled and accounted for each day. Unused forms should be 
safeguarded against theft or misuse.
3. The stock record clerk should not have access to the storage area, and only 
he should issue written instructions to the yardmen to release the goods 
from storage.
4. Goods should be released only on proper authorization.
b. Other inventory controls at the field warehouse should be as follows:
1. Access to the storage area should be limited to the yardmen. Custody of 
keys should be controlled.
2. The contents of each tank should be clearly indicated and records of the 
location of each tank maintained by the stock record clerk.
3. Tanks should be gauged at the beginning of each day, and the inventory 
should be adjusted for temperature and water content. Care should be 
exercised to determine that the contents of a tank have not been inad­
vertently mixed with a nonfungible substance (such as gasoline and diesel 
fuel).
4. Yardmen should not be advised of the quantities which they are expected 
to measure in any case.
5. Care should be exercised to determine that all openings, other than vents 
on the tanks, are properly closed to prevent the entry of foreign substances.
6. Tanks should be gauged from alternate openings to guard against the 
introduction of a false compartment attached to one particular opening.
7. Meters should be periodically tested for accuracy. Protective devices such 
as burglar and fire alarms, fire fighting equipment, and locks on the valves 
should be inspected regularly.
8. Yardmen should work in, teams of two so far as possible. The two teams 
should alternate their responsibilities, and members of the teams should 
rotate responsibilities. It is particularly important that duties such as read-
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ing meters and gauging tanks be rotated and that such measurements be 
independently checked by a second individual when feasible.
c. Specific controls which should be exercised by the home office after subsidiary 
operations are commenced are as follows:
1. Duplicate copies of all documents should be received directly by the home 
office from the individual preparing the document. For example, a duplicate 
record of all deliveries to and from the tanks and of inventories taken by 
the yardmen should be forwarded directly to the home office.
2. A stock record should be maintained in the home office where reports 
of goods received should be compared against bills of lading for goods 
delivered.
3. The contents of each tank should be clearly indicated and records of the 
location of each tank maintained by the home office.
4. The home office should periodically make an unannounced check of the 
receipt forms on hand in the stock record clerk’s care.
5. An independent unannounced physical inventory should be periodically 
taken by the home office.
6. Periodic statements from the home office to the refinery should identify 
the goods held and request that discrepancies be reported directly to the 
home office. An employee at the home office who is not connected with 
the record keeping should check any discrepancies.
d. Other related organizational or administrative matters which should be con­
sidered by the home office on or before the date subsidiary operations are 
commenced are as follows:
1. The business reputation and financial standing of the refinery should be 
carefully investigated.
2. It should be determined that the physical condition of the storage facilities 
is adequate.
3. All legal matters relative to the lease of the tank farm should be satisfactory.
4. The field warehouse contract should be prepared in accordance with the 
particular requirements of the depositor and the lender.
5. Adequate insurance should be in force to indemnify against all losses from 
fire and other calamities.
6. All employees should be covered by adequate fidelity bonds. (Parent com­
pany employees who perform functions for the subsidiary company should 
be bonded in such a way that the subsidiary company would be adequately 
compensated for any defalcations.)
7. Excess receipt forms should be stored at the home office and only a cur­
rent supply should be issued to the stock record clerk. Receipt forms should 
be issued only in numbered sequence.
Auditing 189
8. Each employee should receive adequate written instructions stating his 
responsibility and authority.
Answer 5
a. 1. One cannot plan and execute any undertaking unless he understands com­
pletely the nature of the expected product. While the auditor’s principal 
responsibility relates to the financial statements, his responsibility also 
extends to other material included in his report unless such responsibility 
is denied in his opinion. Consequently, an auditor who starts an examina­
tion without knowing the report requirements works without knowing his 
full responsibilities.
2. While there are instances in which report requirements are not known in 
advance by the client’s own management, the auditor should attempt early 
to obtain information which is available. The auditor should inquire about 
report requirements when an engagement is accepted. Occasionally it is 
preferable to wait until plans are discussed concerning some early phase 
of the work, such as the inventory observation, accounts receivable con­
firmation program or other preliminary work. While the examination is in 
progress the auditor should remain alert for information that may either 
suggest or revise report requirements. For example, if the minutes of a 
Rumson Corporation board of directors meeting had included some com­
ment concerning the possible sale of the Northeastern Branch, the auditor 
should have anticipated the need for a separate report.
b. 1. An examination to ascertain the fairness of a corporation’s financial state­
ments does not place great emphasis on the operating results of each indi­
vidual branch although some attention is given to this in performing 
analytic review work. When a schedule of gross profit by branches is to 
be included in the auditor’s report and opinion, the auditor is required 
to test more extensively the details of sales and cost of sales recorded by 
the branches. In this case the auditor should review the work done pre­
viously to support Rumson’s total gross profit on sales and supplement 
this work to provide assurance of the reasonableness of the allocation of 
gross profit among the branches. A more critical look at the analytic 
review work will probably constitute a part of the necessary additional 
procedures.
2. Because a funds flow statement and a statement of changes in working 
capital are merely reorganizations of data which are included in the Cor­
poration’s basic financial statements, their inclusion in the report does not 
require any additional work.
3. Seven of the fourteen branches, including the three largest, were visited. 
Physical inventories were observed and appropriate tests of the final inven­
tory tabulation were made as to quantities, unit prices, extensions and 
footings for each of those branches. Some additional work probably will 
be necessary for the other seven branches, although this will depend on
(Answer 5 continued on page 192)
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Answer 5 (continued)
the extent of work done earlier at the Corporation’s main office for those 
inventories. Before the revised report containing an opinion is issued the 
steps to be completed for each of the remaining seven branches should 
include: (a) making a comparison of the inventory value with prior period 
inventory values, (b) giving consideration to the computation of and ex­
planation for the physical inventory adjustment, if the system provides for 
one, (c) determining that a physical inventory was taken, that there was 
proper planning and that reasonable care was exercised through the issu­
ance of instructions and internal checking procedures, (d) ascertaining that 
the physical inventory total agrees with the client’s tabulation, and (e) ob­
taining evidence that the branch manager approved the inventory reported.
4. The auditor’s accounts receivable confirmation statistics schedule is not a 
client schedule and therefore should not be included in the opinion. This 
type of data is usually not included in a report containing financial state­
ments. If it is requested by the client, it may be included in the comment 
section of the report which follows the opinion and precedes the auditor’s 
signature because it is a representation by the auditor of work done by 
him. Often when a client requests confirmation statistics in a report he is 
concerned about the accounts. Rumson management may have preferred 
a confirmation program more extensive than the minimum program con­
sidered necessary for the auditor to form an opinion on the reasonableness 
of accounts receivable. If the auditor has not tabulated confirmation results, 
he will of course be forced to do this to include them in the report.
5. A special visit to the Northeastern Branch at a date after December 31, 
1966 will be necessary to issue a separate opinion report for that Branch. 
The October 1965 visit is too long before the report date to enable the 
auditor to rely on that examination. The internal auditor’s visit of August 
1966 may justify a reduction of the work but will not eliminate the need 
for a current visit. The fact that the sale of the branch is contemplated 
(and may be based on the auditor’s report) tends to place increased 
responsibility on the CPA.
c. 1. A CPA must state clearly the degree of responsibility he takes. If he were 
to include a portion of the report in his opinion and not mention the 
remaining portion, the reader might have doubts as to the scope of the 
work and the reliance which may be placed on parts of the report.
2. Although the CPA cannot furnish an opinion that the schedule of inven­
tories by locations is presented fairly, he should cover the following 
points concerning this schedule in the opinion section of his report:
(a) The schedule was obtained from the Corporation’s records.
(b) The schedule is not necessary for a fair presentation of the financial 
position and results of operations.
(c) The schedule was not examined by the CPA except to the extent 
necessary to form an opinion on the financial statements as a whole.
(d) The schedule is management’s representation and is presented for 
supplementary analysis purposes only.
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Answer 7
a, 1. A judgment sample is a sample selected at the discretion of the individual 
drawing the sample. Only those items selected are included in the sample 
and no other item in the population has any chance of being included in 
the sample. Thus it is said that the sample is biased by the judgment or 
preference of the individual who draws the sample.
The auditor might select a judgment sample from accounts receivable 
of all accounts with large balances or he might examine all large charges 
and credits to the individual accounts. In this case no account with a 
small balance would have a chance of being selected in the first example 
and no small charge or credit would have a chance of being selected in 
the second example. The selections in these examples are based on the 
auditor’s judgment of the materiality of the items and his opinion of the 
total population of accounts receivable is formed on the basis of an 
examination of a subpopulation of large items in the total population. If 
the judgment sample is composed of all accounts receivable transactions 
in the first and last month and one intervening month during the year, 
transactions during the other nine months have no chance of being 
selected. An error during the ten intervening months, therefore, has only 
a 10 per cent probability of being detected (assuming equality of the 
number of transactions each month) and not a probability of 25 per cent.
2. A population is the total number of items within a group of items. A finite 
population is one which has established boundaries containing a fixed num­
ber of items. A finite population of sales invoices might be those issued 
during some period of. time, such as a month or a year. Accounts receivable 
is a finite population of a company’s trade debtors.
A stratum is a subpopulation from the total population. The terms high 
income, middle income, and low income indicate three strata of the popu­
lation of incomes. Invoices might be divided into two strata, one stratum 
for those $1,000 or over and another stratum for those under $1,000. 
A stratum in the finite population of accounts receivable might be com­
posed of all accounts with a balance of $1,000 or more.
3. A random sample is a sample in which every item in the population has 
an equal chance of being included in the sample. The inclusion of any 
particular item in the sample must be left entirely to chance. Simple ran­
dom selection might be accomplished by rolling a die or selecting numbers 
from a table of random numbers. A systematic sample (for example, every 
tenth item) is random if the first item is selected at random.
A stratified sample is a sample drawn from a population which has been 
divided into subpopulations (strata) and the sample is drawn so that 
some predetermined portion of each subpopulation is included in the 
sample. For example, a stratified sample of accounts receivable determined 
by formula might require that 100 per cent of all accounts with a balance 
of $1,000 or more be selected, that 50 per cent of the accounts with a 
balance of $500 to $1,000 be selected, that 25 per cent of all accounts with 
a balance of $50 to $500 be selected, and that 5 per cent of all accounts 
with a balance of less than $50 be selected. The sample would be random
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if each item in each subpopulation had an equal chance of being included 
in the sample selected from the subpopulation.
b. A judgment sample cannot be evaluated statistically. Since judgment samples 
are selected at the discretion of the individual drawing the sample, there is no 
way to test whether the sample is a reliable estimate of the corresponding 
measure from the population. A random sample is capable of being evaluated 
statistically and its reliability can be determined. A stratified sample will in­
clude certain items, such as large dollar amounts, in greater proportion than 
other items and thus the sample will have a high probability of including the 
material errors that would have been included in a judgment sample. The 
random stratified sample is therefore superior to a judgment sample of the 
same items because the random stratified sample is capable of being evalu­
ated statistically.
c. Sequential sampling is a statistical technique that is widely used in quality 
control. Simple random sampling can be employed for any sample which 
might use sequential sampling, but a sequential sample will generally be more 
efficient or provide greater confidence (assuming the same precision) than a 
simple random sample.
The principal differences between the two methods are the size of the 
sample or the confidence in the results and the method of drawing the sample. 
The size of a simple random sample is determined, the entire sample is drawn, 
and the sample is evaluated statistically. In sequential sampling the levels for 
the acceptable risk of accepting an unacceptable population or rejecting an 
acceptable population are established and decision limits are set for the 
acceptance or rejection of a population based on the percentage of errors in 
the population which is acceptable or unacceptable. Decision limits may be 
drawn on a chart or listed in a table. The minimum sample size is established 
and samples are drawn in sequence. Each sample is plotted on the chart or 
compared to the table.
If the error limit is reached before the minimum sample is drawn, the 
population is rejected (a new decision must then be made, such as to extend 
the sample to 100 per cent before forming an opinion or to qualify the 
opinion or render an adverse opinion without extending the sample). If no 
errors are found in the minimum sample, the population is accepted. If a 
decision to accept or reject is not reached with the minimum sample, the 
sample size is extended (increased) and the process repeated. The decision 
limits may be made to converge at some point after a large enough sample 
has been drawn to predict that the probability is small that the population 
error is no greater than the sample error.
Sequential sampling can offer a guide to the auditor as to how extensive his 
sampling should be before he forms an opinion as to the fairness of the 
account. The greatest advantage of sequential sampling to the auditor is that 
it is more efficient than a simple random sample, i.e., it will allow the auditor 
to form an opinion with a smaller sample or to have greater confidence in the 
results obtained from a sample of the same size as the size of a simple 
random sample.
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Answer 8
a.
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b. 1. Orders are received from salesmen and sales invoices are mechanically 
produced by a posting machine. A punched paper tape is a byproduct 
of the writing of the invoice. Two copies of the invoice are sent to the 
customer, one copy is sent to the shipping department, and one copy is 
filed offline. The punched paper tape of sales invoice transactions is 
converted to magnetic tape. The items on the magnetic tape are then sorted 
into the proper sequence onto another magnetic tape.
2. Individual cash remittance advices of customers’ payments are received 
from the mailroom and are checked against a batch total, which is also 
received from the mailroom. These are keypunched on punched cards and 
the cards are verified. The deck of punched cards is then converted to 
magnetic tape. The items on the magnetic tape are then sorted into the 
proper sequence onto another magnetic tape.
3. The accounts receivable master file is updated by processing the sorted 
accounts receivable charge sales transactions tape and the sorted accounts 
receivable cash receipts transactions tape with the accounts receivable 
master file tape. A byproduct of the updating of the accounts receivable 
master file is an error listing for the run and some type of visual display 
(such as a printout on an online typewriter) of any job messages.
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c.
FLOWCHART SYMBOLS
DOCUMENT. Input-output function in which the medium is 
a document.
PROCESS. Execute defined operations resulting in some 
change in the information or the determination of flow 
direction.
MANUAL OPERATION. Offline process geared to the speed 
of a human being.
PUNCHED CARD. Input-output function in which the me­
dium is some type of card.
PUNCHED TAPE. Input-output function in which the me­
dium is punched tape.
MAGNETIC TAPE. Input-output function in which the me­
dium is magnetic tape.
DISPLAY. Input-output device in which the information is 
displayed at the time of processing for human use.
OFFLINE STORAGE. Any offline storage of information 
regardless of the medium on which the information is 
recorded.
FLOWLINE. Indication of the sequence of available infor­
mation and executable operations.
DIRECTION FLOW. Indication of the direction of flow of 
information. Normal flow is left to right and top to bottom 
and need not be indicated.
COMMERCIAL LAW
November 3 ,1 9 6 7 ;  8 :30 a.m. to 1 2 :00 m.
Answer 1
1. True 16. True 31. True 46. True
2. True 17. False 32. True 47. True
3. False 18. False 33. True 48. True
4. True 19. False 34. False 49. False
5. True 20. False 35. True 50. False
6. False 21. True 36. True 51. False
7. True 22. True 37. True 52. False
8. False 23. True 38. False 53. False
9. False 24. True 39. False 54. True
10. False 25. False 40. False 55. False
11. True 26. False 41. True 56. False
12. False 27. False 42. True 57. False
13. True 28. True 43. False 58. True
14. False 29. True 44. False 59. False
15. True 30. False 45. False 60. True
Answer 2
61. False 76. True 91. True 106. True
62. True 77. False 92. False 107. False
63. False 78. False 93. False 108. False
64. False 79. False 94. False 109. True
65. True 80. True 95. False 110. True
66. False 81. False 96. True 111. True
67. False 82. False 97. False 112. False
68. True 83. True 98. True 113. False
69. True 84. False 99. True 114. True
70. False 85. True 100. True 115. True
71. False 86. False 101. False 116. True
72. False 87. False 102. True 117. True
73. True 88. False 103. True 118. True
74. False 89. True 104. True 119. True
75. False 90. True 105. True 120. False
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Answer 3
121. False 136. False 151. False 166. True
122. False 137. False 152. True 167. False
123. False 138. True 153. True 168. False
124. False 139. False 154. True 169. True
125. False 140. False 155. False 170. True
126. True 141. False 156. True 171. False
127. True 142. True 157. True 172. True
128. True 143. False 158. True 173. False
129. True 144. False 159. True 174. False
130. False 145. True 160. True 175. False
131. False 146. False 161. True 176. True
132. True 147. False 162. True 177. True
133. True 148. True 163. False 178. False
134. True 149. False 164. False 179. False
135. False 150. False 165. True 180. False
Answer 4
a. 1. Yes. The Uniform Commercial Code specifically provides that an oral
stop order is effective for fourteen calendar days after receipt. A written 
stop order is effective for six months. The Statute of Frauds is clearly 
inapplicable to the facts.
2. No. The Code does not permit a bank to disclaim its responsibility for 
failure to exercise ordinary care. It appears from the facts that the bank 
did not exercise the requisite standard of care. The Code further provides 
that a bank may not disclaim its responsibility for its own lack of good 
faith.
3. Yes. A bank may not avoid absolutely its liability for negligence, nor may 
it reduce or limit the measure of damages for failure to obey an outstand­
ing stop order.
b. 1. No. The Uniform Commercial Code imposes upon the depositor the
responsibility for reasonable care and promptness in discovering and re­
porting his unauthorized signature. In any case he must discover and 
report his unauthorized signature within one year from the time the items 
(checks) are made available to him. The latter rule applies irrespective of 
lack of care on the part of either the bank or customer. This absolute 
rule is based in part upon the rationale that after certain periods of time 
have elapsed in respect to commercial transactions, finality is the most 
important policy factor to be considered. Thus, after this amount of time 
has elapsed, existing expectations and relations are not to be altered.
2. No. Under the Uniform Commercial Code the law places the burden upon 
the bank to know at its peril the signature of its drawer-depositor. There­
fore when the bank has paid on the forged signature of a depositor, it
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cannot recover the loss by seeking collection from a party who has 
received payment in good faith.
3. The first answer (b .1.) would be changed in that the law allows the 
depositor a three-year period in which to discover the forged signature of 
the payee or an indorser. Thus, if both parties are not negligent (as 
appears from the facts due to the excellence of the forgery), the loss rests 
with the bank. However, if it can be shown that the depositor was some­
how negligent (e.g. he disregarded a notice from the proper party that he 
had not received payment), the bank will prevail if it was in no way 
negligent.
The result also changes in the second part (b.2.). A bank is not 
deemed to know the signatures of indorsers. Therefore it may recover its 
loss from the party collecting on the item.
Answer 5
a. Yes. Ordinary negligence as the basis for recovery is available not only to 
the parties to the contract (the client) but also, as in this case, to the other 
beneficiaries of the contract who were known as such to the certified public 
accountant. Thus the defense of lack of privity which is usually assertable 
against third parties suing for ordinary negligence is not available to Mark. 
Therefore, the salesmen will recover the amounts lost due to his negligence.
b. The Securities Act of 1933 included the following major provisions affecting 
accountants’ legal liability:
1. Any person acquiring securities described in a registration statement may 
sue an accountant who attaches his auditor’s certificate to a false statement 
for fraud or negligence even though he is neither the accountant’s client 
nor known as the intended beneficiary of the accountant’s engagement. 
Thus the Act substantially broadens accountants’ liability to third parties.
2. An accountant-defendant has the burden of establishing freedom from 
negligence or fraud in connection with an alleged false statement or mis­
leading omission in financial statements submitted in connection with the 
registration of securities. This is contra to the basic proposition prevailing 
in Anglo-American law that the plaintiff has the burden of proving his 
case in order to obtain relief.
3. An accountant is liable for his own fraud or negligence not only for the 
period ended on the examination date but also for the period subsequent 
thereto until the effective date of the registration. The plaintiff does not 
have to prove that he relied upon the statements or that the loss which he 
suffered was the proximate result of the falsity or misleading character of 
the financial statements.
c. No. The modification of the contract providing for the bonus is not enforce­
able due to lack of consideration on Star’s part. The facts are squarely within 
the pre-existing legal duty rule. Star did nothing more than he agreed to do in
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the original contract and he cannot use this agreed-to-service as the considera­
tion in support of the promise by Granite Corporation to pay the bonus.
d. 1. Yes. The Granite Corporation may sue the Jackson Corporation based 
upon the tort of intentional interference with a contractual relationship. 
All the requirements for recovery, i.e., a valid contract between Star and 
Granite and the interference with same by Jackson Corporation with the 
requisite knowledge of its existence, are present in the fact situation.
2. No. Courts of equity will not order agents to specifically perform contracts 
for services. To do so would smack of involuntary servitude and impose 
an almost impossible burden on the court regarding enforcement. The 
contract does not create an irrevocable agency despite its language. There 
is nothing in the facts to indicate an agency coupled with an interest 
which is the type of contract a court might treat as irrevocable.
In the final analysis, the Granite Corporation will have to be satisfied 
with damages and possibly with an injunction prohibiting Star from work­
ing for a competitor. The Corporation will not be able to obtain specific 
performance.
Answer 6
a. The legal relationship which exists between Barry and Golf Cart Company, 
Inc. as a result of his acting as sales agent for the Company is an agency re­
lationship. The relationship is consensual whereby Barry (the agent) has been 
authorized by the Company (the principal) to act for the Company and rep­
resent it in connection with its sales promotion campaign and Barry has 
agreed to do this. Although Barry is an employee of the Company, he is not 
merely a servant whose responsibility is restricted to routine work. Rather, 
he was hired to represent the Company as an agent and act on its behalf. 
Therefore, he has the power to act for the Company so long as he performs 
his duties within the scope of his authority and under the control of the 
Company.
b. Barry should not aid Jones. As an agent, Barry is a fiduciary and owes to 
his principal the duty of good faith and loyalty. He is prohibited from acting 
in any manner which would be contrary to the interests of his principal. Since 
Jones wishes to review the Company’s books in secret and may have hidden 
motives for wanting to do this, helping him with such plans would be a breach 
of the duty which Barry owes to the Company. Barry should report the entire 
incident to the Company official who would have jurisdiction over this matter 
because an agent owes his principal the duty of conveying to him all infor­
mation which may affect the principal.
c. The theory of warranty could support a suit brought by Jones against Golf 
Cart Company, Inc. The statements in the Company’s letter concerning the 
durability of the cart could be found to be express representations concerning 
merchantability and fitness which were relied upon by the buyer and which 
became part of the basis of the bargain. In this case, such statements would 
be construed as express warranties made by the seller. To be express war-
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ranties, the statements must have been intended by the seller as warranties to 
induce the purchaser to purchase and the purchaser must have relied upon 
the statements. Mere statements of opinion or seller’s puffing will not suffice. 
Whether or not the statements in the letter constituted express warranties will 
be determined from a reasonable interpretation of the language used in the 
seller’s letter and in the light of all of the circumstances. However, even if 
an express warranty did not exist, an implied warranty of fitness would exist 
since the golf cart was sold for a particular purpose. Apparently Jones, the 
buyer, relied on the seller’s judgment and the seller knows the purpose for 
which Jones intends to use the golf cart. A warranty that the cart will be 
fit for use on the golf course therefore exists. An implied warranty of mer­
chantability would also exist because the seller is a merchant with respect to 
the goods being sold. The seller warranted that the golf cart was merchantable 
and free of latent defects.
d. Barry would have a defense if he were sued individually. Barry signed the 
letter as an agent for the Company so that his agency was disclosed. An 
agent will not be personally bound to a contract he signs on behalf of his 
company so long as the contract relates to the matter of the agency and is 
within the authority conferred upon the agent. It can be argued that there 
was no evidence of any intention to substitute or add the personal individual 
liability of Barry to that of the Company, his principal. In order to prevent 
himself from becoming a party to a contract, it is only necessary that an agent 
make it clear that he is acting solely in a representative capacity for a dis­
closed principal. The fact that the cart was named after Barry and that Barry 
stated in the letter that he “personally tested the cart and was delighted with 
its performance” should not have caused a reader of the letter to believe that 
he could rely on Barry individually as well as the Company if he was unsatis­
fied with the performance of the cart.
Answer 7
a. 1. The fire insurance company would have a right to institute an action 
against the Railroad on the basis of the theory of subrogation. To “sub­
rogate” means to substitute one party in place of the other. The insurance 
company insured Harry Scanlon against loss from fire. The purpose of 
the insurance was to indemnify the insured for a fire loss. Once the 
company has satisfied the claim for loss in full, it is then entitled in equity 
to all of the rights which the insured has against the Railroad, including 
the right to bring suit.
2. No. Before the right to subrogation becomes available, the party whose 
rights are to be transferred must have his claim satisfied in full. Only when 
this is done, so that he no longer has a need to hold his rights, is the 
person who satisfied the party entitled in equity to become subrogated 
to his rights, or, as it is termed, “step into his shoes.”
3. No. If Harry keeps the payment made to him by the insurance company 
his rights against the Railroad are transferred to the insurance company. 
Harry is not entitled to double recovery. If Harry intends to accept the
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Railroad’s offer he must return to his fire insurance company the payment 
it made. A settlement between Harry and the Railroad would deprive the 
insurance company of its right to subrogation and, because of this, the 
insurance company would be able to reclaim its payment from Harry 
Scanlon. No settlement should be made without informing the parties of 
the situation so that all material information is disclosed. If with knowl­
edge of the facts the Railroad is willing to settle with Harry and the 
payment made to Harry by the insurance company is returned, the settle­
ment between Harry and the Railroad may then be consummated.
b. 1. Co-insurance is a provision contained in some property insurance policies. 
A co-insurance clause provides that the policyholder must carry a required 
amount of insurance (usually 80 per cent) in relation to the value of the 
property or bear a portion of any loss.
The policyholder will always be a co-insurer to the extent that the value 
of the property exceeds the amount of the policy. A policyholder with a 
co-insurance clause in his policy will recover for a loss in the ratio of the 
amount of the policy to the amount required by the co-insurance clause, 
but the recovery may not exceed the lesser of the amount of the loss 
or the amount of the policy.
2. The amount of loss is $50,000. Because Price insured the property for 
only $60,000 the insurance company will only bear that proportion of 
the loss which the value of the insurance carried ($60,000) bears to 80 per 
cent of the $100,000 value of the property ($80,000). A formula which 
may be used to help calculate the amount of the recovery is as follows:
Actual loss ($50,000) X 
=  Recovery ($37,500)
Insurance carried ($60,000)
80% X $100,000 Value of Property ($80,000)
Price will receive $37,500 from the insurance company because of the fire.
3. $100,000 X =  $75,000, limited to $60,000 (the amount of
$80,000
insurance carried)
Answer 8
a. 1. Yes. There are six acts of bankruptcy described in the Bankruptcy Act. 
One of such acts is the debtor’s making a general assignment for the 
benefit of creditors.
2. No. The Bankruptcy Act establishes the six acts of bankruptcy and re­
quires that one of the acts must have been committed within four months 
as a prerequisite for filing an involuntary petition in bankruptcy. How­
ever, any person may become a voluntary bankrupt by filing a petition in 
bankruptcy on his own behalf and it is not necessary that he have com­
mitted an act of bankruptcy.
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3. Brown’s creditors may have him adjudicated a bankrupt if (i) Brown 
owes $1,000 or more; (ii) the creditors who petition for the adjudication 
have provable claims, liquidated as to amount and not contingent as to 
liability, aggregating for all such creditors combined at least $500 over the 
value of any security which they hold; and (iii) Brown has committed 
an “act of bankruptcy” within four months of the filing of an involuntary 
petition for bankruptcy against him.
4. Brown’s creditors would have to file an involuntary petition of bank­
ruptcy with an appropriate United States District Court.
5. Yes. If Brown’s creditors are twelve or more in number, three creditors 
are required to join in the filing of the petition. If there are less than 
twelve, one creditor may file the petition.
b. 1. The term “floating lien” refers to a security interest taken on a changing
or shifting type of collateral. Between businessmen such a lien may attach 
to collateral presently held by the debtor and also to collateral which the 
debtor acquires in the future. The lien may remain attached to the 
collateral through all of its changing phases. For instance, Martin’s lien on 
all of the raw materials sold to Brown could continue while the goods are 
processed into finished goods and could remain attached to the finished 
goods until they are sold. At that time, the security interest could then 
attach to the proceeds of the sale, whether they are cash, accounts 
receivable or other property.
2. Yes. A floating lien is a valid security interest under Article 9 of the 
Uniform Commercial Code, which deals with secured transactions. The 
fact that the debtor may retain dominion and control over the collateral 
will not adversely affect the validity of the lien.
3. In order to have a floating lien attach so that it is effective between the 
debtor and the creditor, a security agreement creating the lien must be 
signed by the debtor, value must be given and the debtor must have 
rights in the collateral. In order to have a floating lien become perfected, 
and to gain maximum protection against third parties, a financing state­
ment evidencing the existence of the security agreement must be properly 
filed.
c. Martin will be treated as a secured creditor in the bankruptcy proceedings.
His security interest is a valid one since it has been properly perfected and 
has been in force for several years. It will remain in force regardless of the fact 
that Brown is adjudicated a bankrupt, and it will be enforceable against a 
trustee in bankruptcy. Martin may, pursuant to the terms of the security 
agreement, sell the available collateral in order to satisfy the debt owed to 
him. Any excess security over and above the amount required to satisfy the 
debt owed to Martin will become part of Browm’s general assets. On the 
other hand, if the collateral is insufficient to satisfy Martin’s debt in full, 
Martin may file a claim in bankruptcy as a general creditor to the extent of 
the deficiency between the amount of the debt and the value of the security,
TH EO RY  O F ACCOUNTS
November 3, 1967; 1 :30 to 5 p.m.
Answer 1
1. A 11. B
2. A 12. C
3. B 13. C
4. A 14. B
5. D 15. D
6. B 16. D
7. A 17. C
8. B 18. A
9. C 19. C
10. D 20. D
Answer 2
a. 1. Property under a lease whose characteristics are such that it is in sub­
stance a purchase should be recognized as an asset with the related obli­
gation also recognized. Despite the legal form such an arrangement might 
take, a lease may in essence give to the lessee an equity in the property. 
This will be true when the lease is not cancellable unilaterally, and the 
lessee has the right to renew at an amount less than the fair rental value 
of the property at that time or has the right to acquire the property for 
less than its fair market value during the term of the lease or at the termi­
nation of the lease. In such cases the lessee paid more than a reasonable 
rental and has built up an equity in the property.
Circumstances that tend to confirm the existence of an equity in the 
hands of the lessee are: the property was specifically acquired by the 
lessor for the lessee’s exclusive use; the lease covers the expected useful 
life of the facility; the lessee bears the cost of taxes, maintenance, and 
insurance; the lessor’s debts against the property are guaranteed by the 
lessee; the lessee treated the lease as a purchase for tax purposes.
Finally in cases where the circumstances do not conform to the above 
criteria, there may still be reason to consider a lease arrangement a 
purchase by the lessee. Where the relationship between the two parties is 
less than arm’s-length such as that of parent and subsidiary, control of
2 0 5
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the lessor may be tantamount to purchase of the property by the lessee. 
Also, in a parent-subsidiary relationship, consolidated financial statements 
may be necessary for a fair presentation of the assets and liabilities of 
the enterprise.
2. The sum of the discounted present values of the payments to be made un­
der the lease should be recognized both as an asset and a liability. The rate 
of interest used in the present value calculations should approximate the 
lessee’s cost of capital for this kind of financing. Alternatively, if the fair 
market value of the property is reasonably ascertainable the rate of interest 
may be considered to be that necessary to equate the sum of the present 
values of the rental payments to the fair market value of the property. For 
purposes of this calculation, maintenance, insurance, and taxes paid 
directly by the lessee should be disregarded. If these costs are included 
in the rental payments and can be separately measured, they should be 
omitted from the amount of cash flows subject to present value calculations.
As each payment of rent is made, part of it should be treated as interest 
on the unpaid liability, while the remainder should be applied to the
reduction of the liability.
The asset value should be amortized over the useful life of the facility 
irrespective of the term of the lease. The amount of the periodic charge 
should represent the estimated expiration of utility of the asset for the 
period and should not be related to the payment of the lease obligation 
for principal.
When a lessor corporation’s principal activity is leasing property to a 
parent corporation or affiliate, consolidated financial statements should be 
prepared or at a minimum the lease should be treated as a purchase by 
the lessee.
b. The total effect of the existence of property rights in the hands of the lessee 
is to place the lessee in the position of having certain benefits that derive from 
ownership. If a noncancellable lease may extend over the useful life of the 
asset, if the rent is fixed at an amount sufficient to compensate the legal 
owner fairly for the commitment of the owner’s funds, and if the lessee is 
responsible for the payment of taxes, insurance and maintenance, then the 
tenant’s rights are similar to those that are attributable to ownership. The 
lessee is not considered to have acquired full property rights without the privi­
lege of use of the facility for its full life, or if the contract is subject to 
cancellation, or if the rent is variable with the fair rental value of like 
properties. Some authorities, however, would capitalize a binding lease 
conveying certain property rights while restricting some property rights.
When there is a parent-subsidiary relationship between the lessee and lessor, 
however, the lessee may be considered to have property rights through con­
trol of the subsidiary corporation.
c. Johnson Corporation should prepare consolidated financial statements includ­
ing the lessor corporation. The lessor corporation’s only activity is leasing
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property to its parent and consolidated financial statements will most accu­
rately reflect financial position of the combined companies.
As a minimum the lessee-parent should treat the lease as a purchase. Several 
factors indicate that this lease is in substance a purchase by Johnson Corpora­
tion. First, the period of the lease, 20 years, is probably less than the expected 
life of the building. At the latest Johnson will acquire the property at the end 
of the 20-year term. Secondly, since the rental payments are set at an amount 
designed to pay off the serial mortgage bonds and the price of the interim 
option to purchase includes the retirement of the bonds, the lessee in effect 
has guaranteed the debt of the lessor. Finally, the total effect of the terms of 
the agreement and the affinity between the parties suggests an absence of an 
arm’s-length transaction, effecting, in substance, a purchase by the lessee. It 
is particularly significant that Johnson Corporation, the lessee, at its option 
can purchase the facilities from the lessor anytime during the term of the 
lease for the amount necessary to retire the bonds and liquidate the lessor 
corporation.
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Answer 3
a. 1. The recommended reporting form has a number of advantages.
(a) Judgments about the materiality of an item, the extent of manage­
ment’s control over the occurrence (operating vs. nonoperating) and 
the frequency of the occurrences no longer influence the inclusion or 
exclusion of an item from net income.
(b) Computations of net income are less susceptible to manipulation than 
they were.
(c) Financial statement readers who want to adjust reported net income 
figures will be given adequate information in the statement of net 
income or in the footnotes thereto, but they also can rely initially on 
the fact that the CPA has examined the classification of net income 
items as normal or extraordinary in terms of criteria that are gen­
erally accepted.
(d) Because all items related to the current period are included in net 
income, annual reported net incomes added together will approximate 
total net income for the enterprise more closely than the annual net 
incomes reported under the previous form would approximate it if 
added together.
(e) Past and current net incomes under the recommended form also are 
likely to be better predictors of future results because extraordinary 
items arising from the environments in which the corporations have 
functioned and will function are included in the computation of net 
income.
(f) Interfirm comparisons of current net income will not be contaminated 
by material prior period adjustments.
2. The recommended reporting form has a number of disadvantages.
(a) Although prior period adjustments are expected to be rare, applica­
tion of the following tests to any particular situation may be difficult.
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Adjustments related to prior periods are limited to material adjust­
ments which can be specifically identified with and directly related to 
the business activities of prior periods, are not attributable to eco­
nomic events occurring subsequent to the date of the financial state­
ments for the prior period, depend primarily on determinations by 
persons other than management and could not be estimated reasonably 
prior to such determination.
(b) Financial statement readers may overlook the disclosures regarding 
the adjustments of opening balances in retained earnings or of net 
income of prior periods.
(c) Some financial statement readers might be confused by the occasional 
revisions of previously reported net incomes for prior period adjust­
ments, even though rare.
b. 1. Proper distinction between capital and income items is essential in order 
that the measurement of operations for a period of time may remain free of 
contamination. Investors and short-term creditors, who generally are 
separated from the management of the corporate enterprise, rely on the 
distinction.
The distinction helps residual equityholders evaluate how well manage­
ment has functioned as stewards for them. Capital is thought of as a stock 
of wealth that can, if managed properly, provide future benefits in excess 
of what is necessary to maintain a constant capital. Residual equity­
holders are concerned about the flow of future benefits because it is a 
crucial determinant of the current value of their stock and of the amount 
of possible future dividends. Thus income flows are of concern because 
they may be indications of changes in the power of the enterprise to 
provide the expected flow of future benefits.
The distinction also helps residual equityholders evaluate how well 
management has operated the enterprise in its environment for then- 
benefit. If the capital employed by the firm is constant from year to year, 
the income figure itself is a measure of the efficiency of the firm. But if 
the capital invested changes from year to year, the income for each year 
must be related to invested capital before being compared to any other year.
The distinction is important because changes in capital affect the rela­
tionships among various equityholders, including the holders of debt and 
preferred stock. Providers of short-term credit, bondholders and preferred 
stockholders are interested in the probability of repayment at some future 
date. The likelihood of repayment is greater- if the total capital of the 
enterprise is maintained at a constant level or increased. The likelihood is 
less if the capital is diminished either through losses or by the payment 
of dividends in excess of earnings.
The distinction, with some modifications, has a general social and 
economic significance beyond the interests of investors. For example, the 
value of the enterprise’s output less the value of the goods and services 
acquired by transfer from other firms is of interest to employees too since 
they are among the contributors of factor inputs to the enterprise in the
Theory of A ccounts 209
production of goods and services. How the value added by contributors 
is divided among themselves generally is subject to contractual agreements 
and bargaining. The distinction between changes in capital and income 
is important in bargaining sessions and in the negotiation of contractual 
agreements.
2. Although income is generated by the productive use of property, the value 
of any property is its worth as a source of income. Thus the value of an 
asset is derived from the worth of its income in the form of net future 
benefits and may be measured by the present value of the future exchange 
prices of net future benefits (cash flows).
At the time an asset is acquired, acquisition cost is the most dependable 
measure of the present value of the net future benefits that will be 
derived from the asset. Presumably an asset would not be acquired unless 
the present value of its expected net future benefits equals or exceeds 
its acquisition cost. Acquisition cost is a sum of money foregone or the 
money obligation incurred to acquire the asset, a sacrifice represented by 
a current or future diminution of cash or other assets. Acquisition cost 
represents the market valuation of what and how much is acquired at the 
time of the purchase in relation to market conditions and hence is a value 
at a particular point in time. Most acquisition costs are fair values at the 
date of acquisition.
Income is measured at interim points in the life of the enterprise to 
provide estimates of  accomplishment and effort. The revenue of an enter­
prise during an accounting period represents a measurement of the ex­
change value of the goods and services of the enterprise during the 
period. Expense measures the cost of generating the amount of revenue 
recognized. The cost may be associated directly with revenue-producing 
transactions themselves or indirectly with the accounting period in which 
the revenue appears. Because the value of any asset is its worth as a 
source of income, the asset should not be presented in financial state­
ments at an amount greater than the present value of the net future 
benefits it is expected to generate. Generally accepted accounting prin­
ciples also require that an asset not be presented in the financial state­
ments at an amount greater than its acquisition cost less depreciation.
Answer 4
a.
Computation of Compensation Cost of Stock Options
Market price of 10,000 shares of Needleman common stock
on December 14, 1963 $550,000
Less option price on 10,000 shares of Needleman common
stock when exercisable 525,000
Compensation cost of stock options $ 25,000
b. If the market price of Needleman common stock rose to 57 on January 2,
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1966 and all the options were exercised on that date, the compensation cost 
of the stock option still would be $25,000 as determined above.
Presuming that the grantees would fulfill any conditions precedent to the 
exercise of the options, the opportunity of obtaining a greater capital contribu­
tion through a sale of the optioned shares for the market price was irre­
vocably foregone by the Company when the grant was made on December 14, 
1963. The spread between the market price and the option price is the most 
dependable measure of the contribution which the executives were making in 
excess of the contribution covered by their salaries. In effect the executives 
were investing their services in the Company in return for stock options, much 
like investing nonmonetary assets in return for stock. However, some authori­
ties argue that cost to the entity must result in a decrease in net assets and 
that the compensation, if it materializes and is paid for, is paid for by the 
stockholders through dilution of their equity and/or by those in the market 
who later purchase the stock acquired with the options.
c. 1. Measuring compensation from executive stock options in terms of the spread 
between market price and option price when the grant is made is justifiable 
on the basis of the opportunity foregone, the cost of restricting the shares 
by the stock option grant when they could be sold at the market price. 
In addition} the value of the options at the grant date must be estimated 
in order to determine the number of options to grant as just compensation 
for the services received or to be received. On the other hand, although 
an option may have some value even though the option price were the 
same or greater than the market price of the shares when the grant is 
made, measuring the value would be difficult.
2. Measuring compensation from executive stock options in terms of the 
spread between market price and option price when the options are first 
exercisable can be supported by arguing that the value of the options to 
the executive cannot be known before the options are exercisable. Some 
authorities would argue that the increase in market value from the date 
of grant to the exercisable date is the best measure of the value of the 
executives’ services to the firm in that executive efforts during this period 
should produce an increase in the market value of the stock. It may also 
become the most dependable measure of opportunity foregone by the 
corporation if, in response to the tax-favored treatment of “qualified” 
stock options granted in 1964 and thereafter, the vast majority of cor­
porations no longer issue stock options with a spread between the market 
and option prices when the grant is made. Finally, the date on which 
options first become exercisable may be preferable to subsequent dates 
because decisions to exercise the options or hold them as long as possible 
before they expire are decisions made only by the executives themselves 
and  not by the corporation.
3. Measuring the compensation from executive stock options in terms of the 
spread between market price and option price when the options are 
exercised is sometimes supported with the argument that only at this time
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do the grantees actually become stockholders. Any valuation prior to the 
exercise of the options might be considered only an estimate of their cost, 
and any valuation subsequent to their exercise is irrelevant to the cor­
poration. This alternative is supported by the fact that the worth of the 
options to the executive can be determined. The spread is considered to 
be his compensation, while any subsequent increases in the prices of the 
shares are considered gains from speculation as an investor. This alterna­
tive has the effect of considering the option as a contingent future interest 
until it is actually exercised.
4. Measuring compensation from executive stock options in terms of the 
spread between the cash value of the executives’ services estimated at date 
of grant and the amount of their salaries is conceptually superior but 
more difficult to estimate than the other alternatives. The executives invest 
their energy and services as consideration for the options. Since invested 
capital generally is measured by the value of the consideration received 
by the firm instead of vice versa, it would seem that this alternative is 
supportable—particularly if it could be estimated objectively.
Answer 5
The Statement of Income and Retained Earnings of Melhus Corporation con­
tains the following weaknesses in classification and disclosure:
1. Sales taxes. Sales taxes have been erroneously added to both gross sales and 
cost of goods sold on the Statement of Income and Retained Earnings of the 
Melhus Corporation. Failure to deduct these taxes directly from customer 
billings results in a deceptive inflation of the amount of sales. These taxes 
should be deducted from gross sales because the Corporation acts as an agent 
in collecting and remitting such taxes to the state government. The taxes are 
not levied on the Corporation and therefore should not be treated as a cost 
or expense.
2. Purchases discounts. Purchases discounts should not be treated as revenue by 
being lumped with other income such as dividends and interest. A purchase 
discount is more logically a reduction of cost because revenue is not created 
by purchasing goods and paying for them. In a cash transaction cost is 
measured by the amount of the cash consideration. In a credit transaction, 
however, cost is measured by the amount of cash required to settle immedi­
ately the obligation incurred. The discount should reduce the cost of goods 
sold to the amount of cash that would be required to settle the obligation 
immediately.
3. Recoveries of amounts written off in prior years. These collections should be 
credited to the allowance for bad debts unless the specific chargeoff method 
was used in accounting for bad debt expense or unless bad debt expense was 
estimated as a percentage of sales without regard to the balance in the allow­
ance for bad debts.
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4. Gain on sale of treasury stock. A gain on the sale of treasury stock should 
not be treated as revenue. The sale of treasury stock is a capital transaction 
and the gain results merely in an increase of $2,050 in contributed capital. 
Thus, the transaction should be reported only in the Corporation’s statement 
of financial position and not in the income statement.
5. Freight-in and freight-out. Although freight-out is an expense of selling and 
is therefore reported properly in the statement, freight-in is an inventoriable 
cost and should have been included in the computation of cost of goods sold. 
Freight-in is an inventoriable cost because inventory cost includes the imme­
diate cash price to acquire goods and put them into position and condition 
for sale. The value assigned to inventory should represent the value of the 
economic resources given up in obtaining goods and readying them for sale.
6. Addition to reserve for possible inventory losses. Additions to inventory 
reserves should not be treated as operating expenses. They are additions to 
appropriations of retained earnings and should therefore be treated as adjust­
ments to unappropriated retained earnings. An appropriation is not an operat­
ing expense because it is only an anticipated loss from a future event which 
is neither more nor less probable because of a past event. It does not represent 
a reduction in future benefits; it is a notification to stockholders that $3,800 
of earnings retained for use in the business is designated for a stated pur­
pose and is not available for dividends.
7. Loss on discontinued styles. This type of loss, though often substantial, should 
not be treated as an extraordinary item because it is apparently typical of the 
customary business activity of the Corporation. It should be reported in 
“Costs and expenses” as an operating expense.
8. Retroactive settlement of federal income taxes for 1965 and 1964. A non­
recurring settlement of federal income taxes should not be treated as an 
extraordinary item. A settlement of this type is a prior period adjustment which 
affects income tax expense in 1964 (and hence retained earnings at the begin­
ning of 1965) and in 1965 (and hence retained earnings at the end of 1965 
and the beginning of 1966). The adjustment should not affect income before 
extraordinary items or net income in 1966. However, since the 1965 income 
statement is also included, both elements for 1965 should be adjusted 
directly through a change in income tax expense in the 1965 column of the 
Statement of Income and Retained Earnings and explained in the footnote. 
The effect of the settlement on earnings per share of common stock for 1965 
also should be disclosed.
When it is necessary that a settlement such as this be shown in a current 
year income statement, it should be treated as a prior period adjustment. The 
settlement by Melhus Corporation is specifically identified with and directly 
related to business activities prior to 1966, is not attributable to economic 
events occurring after 1965, resulted from a determination by persons other 
than management, and probably could not be estimated reasonably before 
the determination.
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9. Federal income taxes. The provision for federal income taxes is not classified 
appropriately in that it has not been subtracted prior to arriving at net 
income.
The treatment appearing in the Melhus income statement is tantamount 
to an assumption that the federal income tax is a distribution of net income 
instead of an operating expense and a determinant of net income. This assump­
tion, the essence of the enterprise concept of net income, is not so relevant to 
the majority of financial statement users as the concepts of net income to 
investors, stockholders or residual equity holders. Also, by law the Corporation 
must pay federal income taxes whether the benefits it receives from the 
government are direct or indirect. Finally, those who base their decisions upon 
financial statements are thought to look to net income after taxes as being a 
more relevant measure of income than income before taxes.
Also incorrect is the treatment by Melhus of federal income taxes in 
the Statement of Income and Retained Earnings which does not provide for 
tax allocation between operating income and extraordinary items. The federal 
income tax expense should be shown separately as it applies to income before 
extraordinary items and the extraordinary items. The tax effect of every ex­
traordinary item should be disclosed either in summary with other extraordi­
nary items or separately.
10. Cash dividends on common stock. Not disclosed on the Statement is the 
cash dividend per share of common stock. The cash dividend per share for 
1966 and 1965 should be disclosed because it is a relevant measure of yield 
to the common stockholder.
11. Net income per share of common stock. The composition of earnings per 
share is not disclosed in the Statement of Income and Retained Earnings. 
The computation should include per share income from ordinary operations, 
the per share portion attributable to extraordinary items (net of tax), as 
well as net income per share of common stock for 1966 and 1965. The 
basis for the computation (e.g., average number of shares outstanding) also 
should be disclosed.
12. Note 3 to the Statement oj Income and Retained Earnings. This footnote is 
deficient in that it does not disclose the tax effect of the loss on the sale of 
the warehouse. The loss as stated may or may not be net of federal income 
taxes. The footnote is not necessary, since all information could have been 
incorporated readily in the body of the statement of income by expanding 
the caption,
13. Although it is not incorrect to classify bad debts as an expense, some au­
thorities prefer to treat bad debts as a direct reduction of revenues.
Answer 6
a. The following types of transactions, events and changes in valuation are not 
recognized as accountable events under generally accepted accounting prin­
ciples;
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1. Executory contracts (except losses on purchase or sales commitments and 
leases which are in effect installment purchases).
2. Bailments.
3. Revocable transfers of resources (e.g., rentals of equipment, conditional 
sales).
4. Stock dividends or stock splits received or declared.
5. Tax benefits to be derived from loss carryforwards. (However, Accounting 
Principles Board Opinion No. 11 effective after December 31, 1967 per­
mits recognition of the benefit of a tax loss carryforward when realization 
is assured beyond any reasonable doubt at the time the loss carryforward 
arises. It is permissible to adopt the provisions of Opinion No. 11 for 
years ending on or prior to December 31, 1967.)
6. Contingent assets or liabilities which are not measurable.
7. Increases in present amount of estimated future service potential of re­
sources held due to internal causes (e.g., discovery of valuable mineral 
rights under land held, increase by production in sales value of resources 
held for production and sale). However, recognition as accountable events 
is usually given to the production of certain precious metals, progress on 
cost-plus-fixed-fee or long-term construction-type contracts, and allocable 
profits of non-consolidated subsidiaries accounted for on the equity method.
8. Increases in present value of estimated future service potential of re­
sources held due to external causes (e.g., increases in the selling prices of 
resources held for sale or for production).
9. Changes in the selling price of resources held for production and not 
for sale.
10. Changes in replacement prices of resources held for sale, except as meas­
ures of declines in net realizable value of resources held for sale below the 
amount recorded.
11. Earnings of profits or incurring of losses by outside entities in which the 
entity has investments (except those accounted for on the equity method), 
unless losses incurred permanently decrease the present amount of the 
estimated future service potential of the investments.
b. 1. The selection of a method of revenue recognition should depend upon 
the nature of the asset, the presence of a market transaction and the 
extent of the service performed.
Relevant to the nature of the asset is its measurability. If its valuation 
can be independently quantified or is stated on its face or on the legal 
claim to it, its measurability is high. Also to be considered but given less
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emphasis is liquidity. Measurability and liquidity are identifiable in receipts 
of cash, sound short-term accounts receivable, and marketable securities 
that are actively traded. Most other assets rank relatively lower in either 
measurability or liquidity or both.
Another important criterion is the presence of a guaranteed market. 
The firm itself need not be a participant in the market transaction if the 
product held and being sold in the market is homogeneous, the number 
held is small relative to the number of units sold in the market, and 
little or no selling effort is associated with making the sale (e.g., agricul­
tural and mineral products, such as gold). But if cost is easily determined 
(e.g., marketable securities), under generally accepted accounting prin­
ciples the firm itself must be one of the parties to the market transaction 
even though the other conditions exist; but there are certain exceptions 
(such as open-end investment trusts) in which marketable securities are 
reported at market value and unrealized appreciation is included in net 
assets in the balance sheet.
Finally, the extent of the service performed by the accounting entity is 
important in selecting a method of recognizing revenue. Three situations 
are relevant to the application of this criterion.
If all of the service is performed in the same accounting period that 
cash is received, revenue is recognized fully because the transaction is 
complete.
If cash is received but performance of the service has not been com­
pleted by the end of the accounting period, the problem is more complex. 
Although the extent to which the entity has performed the services pur­
chased is relevant, the seller’s performance of the crucial event (e.g., the 
sale of a magazine subscription) in the process of earning revenues may 
be more important. In general, a portion of the total income should be 
recognized in the period of the crucial event. The amount should vary 
with the confidence in the estimate of future costs and inversely with the 
length of time until they are incurred. Assuming that each dollar of cost 
incurred earns an equal amount of profit is not necessary, but it may be 
used for lack of better operational rules.
If most of the service has been performed but cash associated with the 
transaction has not been received, the complexity of the situation varies 
directly with the uncertainty of collection. In conventional sales on ac­
count, it is customary and reasonable to recognize the revenue when the 
sale is made despite the absence of cash collection. The collection period 
usually is routine and short enough so that discounting to present value 
would not alter the measure materially. Sales with longer collection 
periods, on the other hand, may be less likely to result in cash. The col­
lection process then becomes an important part of the revenue earning 
process, a joint revenue situation in which some of the revenue should 
not be recognized until the period of collection.
2. The holding gain on the D’Anna Company’s investment in marketable 
securities is measurable and liquid even though not immediately distribut-
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able without the additional action of financial management. Such gains, 
however, are not recognized within the scope of generally accepted ac­
counting principles unless the firm itself is involved in a market transaction. 
This condition is not applicable to the D’Anna Company. The proposal 
that the marketable securities be carried on the balance sheet at market 
value, therefore, falls outside the scope of generally accepted accounting 
principles, and should the financial statements be presented on such a 
basis the minimum related requirement in the CPA’s report would be a 
qualified opinion.
However, the market value of the investment should be disclosed for 
the benefit of the investors, creditors and employees of the D’Anna 
Company. Though not now acceptable, reporting holding gains on invest­
ments in marketable securities as “unrealized” in the statement of income 
and retained earnings might have more relevance to financial statement 
readers. At present the interaction of holding gains, market fluctuations 
and the lower of cost-or-market rule often results in different reported in­
vestment incomes from identical securities in the same accounting period 
even though nothing is different in that period and only the acquisition 
date of the securities is different in any other period.
Answer 7
a. Verifiability. Historical costs are considered to possess a high degree of veri­
fiability because they involve an outside party and are the product of a market 
exchange the terms of which are known. Although the degree may vary, 
current costs can also be relatively verifiable if there are established markets, 
exchange transactions involving other parties, price catalogues, or reliable 
statistical price indexes. Lacking these, current costs have a low degree of 
verifiability.
Freedom from bias. Where current cost is used and more than one approach 
is available the possibility exists of selecting the most favorable value. His­
torical cost does not afford this kind of subjective choice although bias may 
nonetheless influence the decision to capitalize or expense a given cost or the 
determination of the useful life for depreciation or amortization purposes.
b. 1. Inventory. Suppliers’ price lists or catalogues might be used to obtain cur­
rent costs of inventories, with adjustments for cash discounts, transporta­
tion, handling costs, and volume discounts. In the absence of these, prices 
paid for recent acquisitions or agreed to on unfilled orders might be reason­
able evidence of current cost. As to manufactured inventories accounting 
records will ordinarily be available that establish unit costs for material, 
labor, and factory overhead and these can be adjusted for known changes. 
Where standard costs have been established these can be used assuming 
they are subject to frequent revisions to reflect present conditions. Finally, 
in those situations where established markets are operable, such as com­
modities and precious metals, current quotes or trade prices can be used 
with a fairly high degree of assurance. In all cases care must be exercised
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to avoid establishing a current cost that exceeds expected net proceeds of 
the inventory, that is, selling price less cost of completion and disposal.
2. Investments. Small lots of marketable securities may be reasonable valued 
at quoted market prices. These quotes may be unrealistic for large blocks 
of securities where no sales of comparable size are known. Where this is 
so or where securities are not actively traded it may be possible to obtain 
the book value of the issuing company adjusted to current cost of its 
underlying net assets. In the absence of any of these, general price-level 
adjustments might be employed.
3. Equipment and machinery. As is the case with inventories, current cost 
of equipment and machinery that are of a common type may be obtained 
from suppliers’ catalogues, price lists, or recent acquisitions or orders. 
While in a few situations there may be a known market for used equip­
ment, the more usual approach would be to establish replacement cost of 
the item new, then reduce this by depreciation so that the net carrying 
value will reflect its remaining service life. Where the equipment in ques­
tion has been specially constructed and replacement costs are not directly 
available, price-level adjustments for that particular industry or category 
of asset may be used.
A particularly difficult problem arises out of changes in technology. It 
should be remembered that the objective of this valuation approach should 
be to establish the current cost of the equivalent capacity and service 
function, not necessarily the cost of the same kind of equipment.
4. Natural resources. The reliability of current costs obtainable for natural 
resources depends heavily on the ability of engineers, geologists, foresters, 
etc., to estimate quantities available, commercial quality, rate of growth, 
and difficulty of removal and hence cost of exploitation. For some natural 
products, such as petroleum and certain base metals, an established indus­
try market exists.
Established market values less estimated costs of removal, processing, 
and transportation may serve as an upper limit guide to the current cost of 
natural resources. Additionally, the sales prices of leases and other rights 
are often public information.
5. Goodwill. By its nature the current value of goodwill depends upon an 
estimate of future earning power and this is a function of the firm 
as a whole. The discounted present value of future income flows might 
be compared to the current value of tangible net assets, but this involves 
so many indeterminate factors as to characterize goodwill not acquired 
through purchase as a non-quantifiable asset. Purchased goodwill, how­
ever, can be adjusted for general price-level changes.
c. Probability analysis might be employed in estimating the unexpired portion 
of research and development costs by considering each of the individual 
projects and classifying it as to its probability of successful profitable appli­
cation. A system might provide for the capitalization of research costs as they
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are incurred and for a review at the end of each year in order to determine 
current expectations of the future utility of each project. Based on the out­
come of this review (which could give recognition to prior experience) an 
appropriate entry could be made debiting research expense and crediting an 
allowance to the deferred research expense account, in a manner similar to the 
usual establishment of an allowance for doubtful accounts receivable. Success­
ful projects ultimately judged to be of value would of course have their costs 
amortized over their useful life. As an example of such an application, if a 
company incurred costs totaling $100,000 as follows on four research projects 
in 1966, the amount of $46,000 which should be carried as an asset at 
December 31, 1966 may be computed as follows:
Project
A
B
C
D
Total
Total Cost
Probability of 
Success as
Estimated at 
December 3 1 , 1966
Asset Value 
December 3 1 , 1966
1966
Research
Expense
$ 20,000 20% $ 4,000 $16,000
40,000 40% 16,000 24,000
30,000 60% 18,000 12,000
10,000 80% 8,000 2,000
$100,000 $46,000 $54,000
Solutions and Answers to Examination
ACCOUNTING PRACTICE— PART I 
May 15, 1968; 1:30 to 6:00  p.m.
Solution 1
James Muriel Trust
SCHEDULE OF NET GAIN TAXABLE TO THE TRUST 
FROM THE DISPOSAL OF ASSETS 
For the Year Ended December 31, 1967
Item
Sales
Price
Tax Basis of 
Asset to Trust
Depreciation 
Prior to Sale
Expense 
of Sale
Net Gain 
or (Loss)
Short-term transaction:
Textile stock $ 2,200 $ 1,900 $ 25 $ 275
Long-term transactions:
Western stock 12,000 12,100 100 (200)
Power stock 16,800 13,700 150 2,950
Land 23,000 20,000 169(1) 2,831
Building 45,000 50,000 $12,500(2) 331(3) 7,169
Radio Corp. bond —0— 200 (200)
Net long-term gain 12,550
Totals $99,000 $97,900 $12,500 $775 12,825
Less 50% long-term capital gain deduction 
Net gain taxable to Trust
6,275 
$ 6,550
Notes: (1) $23,000
$68,000 X $500 =  $169
$50,000 basis 
40 year life $1,250 per year X 10 years.
$45,000
$68,000 X $500 =  $331
(2)
(3)
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b. John Muriel Trust
SCHEDULE OF TAXABLE INCOME 
For the Year Ended December 31, 1967
Increase in cash during 1967 (per statement furnished) 
Add cash distributed to beneficiary 
Less: Basis of assets sold (1)
Building depreciation (2)
Patent amortization (3)
Fire loss on lumber
Net income
Less: Dividend exclusion (4)
Long-term capital gain deduction (Schedule “a”) 
Deduction for exemption
Deduction for current distribution
$104,440
12,000
85,400
625
1,000
190
25
6,275
100
12,000
$116,440
87,215
29,225
18,400
Notes:
c. 1.
2.
Taxable income $ 10,825
(1) $97,900 tax basis of assets less $12,500 depreciation.
(2) $1,250 annual depreciation for ½  year.
(3) $20,000 fair market value of patent less $5,000 renewal value ÷  15 year 
life.
(4) $100 exclusion X 25 per cent (portion of dividends not distributed.)
The tax rate schedule for a single individual who is not a head of house­
hold should be used to compute the Trust’s tax liability.
The Trust’s taxable income would increase if the Trust had received muni­
cipal bond interest income. Although the municipal bond interest income 
would not be taxable income to the Trust, part of the Trust’s expenses 
would have been allocated against that income so that the amount of the 
deductible expenses would have been less.
Solution 2
a.
1.
US =
UNIT SALES NECESSARY IF STOCK IS ISSUED
D .06 X $10,000,000_
  =  266.7 units
FC +  1-TR $4,000,000 + 1 -  .55
MC =  $50,000 -  $30,000
Round up to 267 units (impossible to sell part of a unit).
Where: US =  unit sales 
FC =  fixed cost
D =  dividends on stock 
TR =  tax rate
MC =  marginal contribution per unit sold 
An alternative computation would use the marginal contribution rate
$20,000
$50,000 =  40%
rather than the marginal contribution in the denominator. This would produce an 
answer expressed in dollars of sales, which would be divided by the selling price per 
unit ($50,000) to determine unit sales.
Accounting Practice—Part I 221
2.
UNIT SALES NECESSARY IF BONDS ARE ISSUED
FC + I $4,000,000 +  (.05 X $10,000,000)US =  =MC $50,000
Legend as above and I =  interest on bonds
$30,000 =  225 units
3.
UNIT SALES NECESSARY IF BONDS ARE ISSUED 
AND 6 PER CENT OF SALES CONTRIBUTED TO RETAINED EARNINGS
US = FC +  I
MC -
$4,000,000 +  (.05 X $10,000,000) 
$50,000 -  $30,000 -
=  337.5 =  338 units 
Legend as above and RE
RE
1-tr 
contribution to retained earnings
.06 X $50,000 
1 -  .55
4.
UNIT SALES NECESSARY IF BONDS ARE ISSUED 
AND $100,000 PLUS 6  PER CENT OF SALES 
CONTRIBUTED TO RETAINED EARNINGS
D $100,000
US = FC +  I +  1-TR $4,000,000 +  (.05 X $10,000,000) +  1 - . 5 5
MC -
=  354.2 =  355 units
RE
1-TR $50,000 -  $30,000 -
.06 X $50,000 
1 -  .55
Proof o f solutions “a.1 .” through “a.4.” (not required)
Unit sales 1. 267 2. 225 3. 338 4. 355
Sales price $ 50,000 $ 50,000 $ 50,000 $ 50,000
Dollar sales $13,350,000 $11,250,000 $16,900,000 $17,750,000
Total variable cost 8,010,000 6,750,000 10,140,000 10,650,000
Marginal contribution 5,340,000 4,500,000 6,760,000 7,100,000
Fixed costs 4,000,000 4,000,000 4,000,000 4,000,000
Remainder 1,340,000 500,000 2,760,000 . 3,100,000
Interest 500,000 500,000  500,000
Remainder 1,340,000 —0— 2,260,000 2,600,000
Income tax 737,000 1,243,000 1,430,000
Net income 603,000 —0— 1,017,000 1,170,000
Dividends 600,000 100,000
Remainder 3,000 —0— 1,017,000 1,070,000
Retained earnings 1,014,000 1,065,000
Balance remaining after
meeting all requirements* $ 3,000 $ —0— $ 3,000 $ 5,000
*Caused by rounding up
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b.
1.
PROBABILITY OF SALESMAN’S SELLING 
A COMPUTER IN ANY ONE MONTH (at $50,000)
Expected sales in 3 months =  1 unit
Probability of a sale in one month =  .33 1/3
2.
AVERAGE NUMBER OF UNITS MOCON 
CAN EXPECT TO SELL PER MONTH (at $50,000)
Number of salesmen 72
Probability of a sale in one month per salesman .33 1/3
Units expected to be sold per month 24
c.
1.
UNIT SALES NECESSARY AT $60,000 SALES PRICE IF BONDS 
ARE ISSUED AND $100,000 PLUS 6  PER CENT OF SALES 
CONTRIBUTED TO RETAINED EARNINGS
$100,000
US =
F C + I +  1-TR $4,000,000 +  (.05 X $10,000,000) +  1 - . 5 5
MC - RE
1-TR $60,000 -  $32,000 -
  .06 X $60,000  
  1 -  .55  
=  236.1 =  237 units
2. Set the sales price at $60,000. This produces the lower breakeven point and 
higher marginal contribution. If sales should exceed expectations a greater net income 
would be realized and if sales should not reach expectations a smaller loss (or greater 
contribution toward objectives) would result.
N ote: The probability that any salesman will make a sale in one month at $60,000 
is .25 and the average number of units that Mocon can expect to sell in any 
month is 18 (.25 X 72) with a standard deviation of 3-2/3 ( 72 X .25 X .75). 
It should be noted that neither sales price will be likely to meet Notil’s ob­
jectives, but the $60,000 price will be closer as indicated below.
D
Comparison of Sales Prices in  Attaining Company Objectives
Sales price per unit $50,000 $60,000
Unit sales necessary to attain objectives 355 237
Unit sales expected
24 units per month X 12 months 288
18 units per month X 12 months 216
Unit sales expectation short of objectives 67 21
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Solution 3 Copra Trading Company and Branch Office 
Adjusting and Eliminating Journal Entries
(Not required)
Debit Credit
(1)
Purchases (Branch) $ 4,000
Home Office current account $ 4,000
To record shipment in transit at December 31.
(2)
Sales to Branch
Sales (Branch)
Purchases (Branch)
Purchases from Branch
To eliminate intracompany sales.
160,000
140,000
160,000
140,000
(3)
Income summary 527,500
Overstatement of beginning inventory 2,500
Inventory 530,000
To remove beginning inventory and to charge intracompany 
profit in the overstatement of the Branch opening inventory 
against current net income—see computation following journal 
entry (4).
N ote: Although it is not necessary to separately identify the overstatement of be­
ginning inventory, the overstatement should be charged against current 
net income in conformity with APB Opinion No. 9. The same net result would 
be achieved if the overstatement were included in the Income Summary account 
and thereby in cost of goods sold.
(4)
Inventory 537,000
Income summary 537,000
To record the closing inventory, as computed on page 226.
(5)
Branch current account
Operating and general expenses (Branch)
Investment in Branch 
Home Office current account
To record 1967 amortization of market research fee and 
charge current portion to Branch.
(6)
Franchise fee
Current liabilities (Branch)
To record Branch franchise fee payable to Government of 
Arpoc. (See computation on page 226.)
3,000
3,000
3,000
3,000
3,900
3,900
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Solution 3— Journal Entries (continued)
(7)
Home Office current account 13,000
Branch current account
To eliminate intracompany accounts.
13,000
Inventory Computations
Jan. 1 Dec. 31
Branch inventory—in pesos
Exchange rate
80,000
.25
80,000
.20
Stated in dollars
50% purchased locally
$20,000
10,000
$ 16,000 
8,000
Purchased from Home Office
Shipment in transit
10,000 8,000
4,000
Total
Less intracompany profit
10,000
2,500
12,000
3,000
Cost
Local purchases
7,500
10,000
9,000
8,000
Total Branch inventory
Inventory on books
17,500
20,000
17,000
Overstatement of beginning inventory 
Home Office inventory
$ 2,500
520,000
Total inventory 12/31/67 $537,000
Computation of fee
Branch sales in pesos 1,680,000
Cost of sales in pesos:
Inventory 1/1/67 80,000
Purchases 1,180,000
Shipment in transit* 20,000 1,200,000
Merchandise available 1,280,000
Inventory 12/31/67 80,000
Shipment in transit* 20,000 100,000 1,180,000
Gross profit in pesos 500,000
Expenses in pesos:
Operating and general 190,000
Depreciation 100,000
Market research* 15,000 305,000
Net income in pesos before franchise fee 195,000
Franchise fee rate .10
Franchise fee in pesos 19,500
Exchange rate .20
Franchise fee (in dollars) $ 3,900
*Amount in dollars times 5 pesos
Accounting Practice—Part I 227
Solution 4
Hoosier Company
PROOF OF CASH 
General Account December 1967
December 31
Bank Statement
November 30
Recon­
ciliation Receipts Disbursements
Recon­
ciliation
Balance $12,831 $24,220 $22,842 $14,209
Deposits in transit:
November 30 492 (492)
Outstanding checks:
November 30
December 31
(918) (918)
6,034 (6,034)
Returned check charged in error 
and corrected (546) (546)
Adjusted balance $12,405 $23,182 $27,412 $ 8,175
General Ledger
Balance $12,405 $22,892 $26,234 $ 9,063
Undeposited cash on hand
December 31 (540) (540)
January collections recorded in
December (942) (942)
January check recorded in December (1,120) 1,120
Void check #1205 (343) 343
Error in recording December 15
deposit 400 400
Note collected by bank 1,010 4 1,006
Check #2000 not recorded (requires
further investigation by auditor) 362 (362)
Unauthorized transfer from payroll
account not recorded 362 362
Returned check charged back by
bank Dec. 5 not recorded 267 (267)
Error in recording check #1207 9 (9)
Trade acceptance not recorded 1,987 (1,987)
Charge for printed checks 12 (12)
Adjusted balance $12,405 $23,182 $27,412 $ 8,175
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Solution 5
a. Wood Products Company
SCHEDULE COMPUTING GROSS EARNINGS AS DEFINED
BY INSURANCE POLICY
Estimated for 1968 (Based on the 1967 Statement of Income)
Sales
Less sales expenses:
Freight out 
Sales commissions 
Sales discounts 
Bad debts
Net sales value
Cost of Goods Sold:
Per statement furnished 
Less purchase discounts 
Revised cost of goods sold
Per cent net value of sales to cost of goods sold
Cost of goods manufactured
Net sales value of production for 1967 ($263,500 X 115%) 
Less raw materials used:
Per statement furnished 
Less purchase discounts 
Revised
Gross earnings from manufacturing
Add rental income
Defined gross earnings—in 1967
Increase or (decrease) estimated for 1968
Defined gross earnings estimated for 1968
$292,560
$ 4,530 
340
4,070
330 9,270
$283,290
$249,750
3,410
$246,340
115%
 $263,500
$303,025
$189,730
3,410
186,320
116,705
980
117,685
$117,685
b.
SCHEDULE COMPUTING SUGGESTED AMOUNT 
OF INSURANCE COVERAGE AND COINSURANCE RATE
Computation of Estimated Maximum Defined Loss
Based on a Loss Period of Eight Months
Defined gross earnings estimated for 1968 (given) $120,000
Defined gross earnings estimated for loss period ($120,000 x 8/12) $ 80,000
Less estimated discontinued expenses 10,000
Estimated maximum defined loss $ 70,000
1. Suggested amount of insurance (estimated maximum defined loss) $ 70,000
Recommended coinsurance clause
Per cent estimated maximum defined loss possible to defined
gross earnings estimated for 1968 ($70,000 ÷  $120,000) 58.3%
2. Recommended coinsurance rate 60 %
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c.
SCHEDULE COMPUTING ESTIMATED AMOUNT 
OF “HEAT, LIGHT AND POWER” AND “MISCELLANEOUS 
FACTORY EXPENSES” WHICH COULD BE DISCONTINUED
DURING MAXIMUM LOSS PERIOD OF EIGHT MONTHS
Heat, Light and Power Subject to Discontinuance
Total expense for 1967
Less annual minimum under contracts
Balance which could be discontinued in full year
Amount applicable to maximum loss period of eight 
months— 8/12 of $1,670
Miscellaneous Factory Expenses Subject to Discontinuance
Total expense for 1967 
Variable rate
Variable portion for full year
Amount applicable to maximum loss period of eight 
months—8/12 of $6,559
Total estimate of above expenses which could be discontinued 
during eight months
$ 2,870 
1,200
$ 1,670
$ 1,113
$ 10,090 
.65
$ 6,559
4,373
$ 5,486
d. It would be advisable to suggest that your client insure finished goods under 
a monthly reporting indorsement for sales value rather than cost by having the 
fire insurance policy indorsed accordingly because a peak sales period during 
the summer months has no effect on the computation of gross earnings and 
applicable coinsurance but a sizeable loss of potential gross profit from sales 
would occur if the increased inventory of finished goods on hand prior to May 
were destroyed.
Solution 1
ACCOUNTING PRACTICE— PART I
May 16, 1968; 1:30 to 6:00  p.m.
1. False 11. False
2. True 12. True
3. True 13. False
4. False 14. True
5. True 15. False
6. False 16. True
7. False 17. False
8. True 18. False
9. False 19. True
10. True 20. False
Solution 2
a.
1.
Kaerwer Corporation 
UNIT PRODUCTION SCHEDULE
For April 1968
Actual
Units
Equivalent Units
Material
Labor and 
Overhead
On hand complete 30
Work-in-process 4/1/68 70 28
Started during April 500
Total to account for 600
Started and finished 380 380
Transferred to finished goods 480*
Work-in-process 4/30/68 120 120 12
Total accounted for 600 500 420
*30 units on hand complete 4/1/68 plus 450 units completed during April.
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2.
SCHEDULE PRESENTING COMPUTATION
OF ACCOUNT BALANCES
Materials Inventory Pounds Amount
Balance on hand April 1 2,000 $ 3,000
Purchases 8,000 $12,000
8,000 12,800
4,000 5,600 30,400
Total available 22,000 33,400
Requisitions (FIFO) 21,000 32,000
Balance April 30 1,000 $ 1,400
Materidls-in-Process
Requisitions (from above) $32,000
Transferred to work-in-process (500 X $60) 30,000
Balance April 30 $ 2,000
Labor-in-Process
Payroll (given) $18,648
Transferred to work-in-process (420 X $40) 16,800
Balance April 30 $ 1,848
Overhead-in-Process
Actual (given) $13,140
Applied to work-in-process (420 X $30) 12,600
Balance April 30 $ 540
Work-in-Process Inventory
Balance April 1
Completed units (30 X $130) $ 3,900
Materials (70 X 100% X $60) 4,200
Labor (70 X 60% X $40) 1,680
Overhead (70 X 60% X $30) 1,260
Total 11,040
April production transferred in:
Materials (500 X $60) $30,000
Labor (420 X $40) 16,800
Overhead (420 X $30) 12,600 59,400
Total cost 70,440
Less transfers to finished goods (480 X $130) 62,400
Balance April 30 $ 8,040
Proof (not required):
Materials (120 X 100% X $60) $ 7,200
Labor (120 X 10% X $40) 480
Overhead (120 X 10% X $30) 360
Total $ 8,040
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Finished Goods Inventory
Transferred in (480 X $130) $62,400
b.
SCHEDULE OF COMPUTATION OF 
ANALYSIS OF VARIANCES
Material Variances
Price (21,000 actual pounds X $1.50 standard price) —
$32,000 actual cost
Quantity (21,000 actual pounds—20,000 standard pounds) X 
$1.50 standard price
Total
Labor Variances
Rate (8,880 actual hours X $2.00 standard rate) —
$18,648 actual cost
Efficiency (8,880 actual hours — 8,400 standard hours) X 
$2.00 standard rate
Total
Overhead Variances
Controllable:
Actual overhead $13,140
Less budgeted overhead for actual production (8,400
standard hours X $.60 variable rate per hour) +  (400
units at capacity X $18 per unit fixed overhead) 12,240
Total
Noncontrollable:
Budgeted overhead for actual production (above) $12,240
Less standard overhead for actual production (8,400 stan­
dard hours X $1.50 standard rate per hour) 12,600
Total
* Indicates unfavorable variance.
$ 500* 
$1,500*
$2,000*
$ 888*
$ 960* 
$1,848*
$ 900*
360 
$ 540*
NOTE: Standard quantities and rates were determined as follows: 
Materials:
40 pounds standard quantity X 500 equivalent units 
Labor:
20 standard hours X 420 equivalent units 
Overhead:
Variable rate per hour:
$30 standard overhead per unit .   — —------ -— —---------- -—   X (40% vanable portion)20 standard hours per unit 
Fixed per unit:
$30 standard overhead per unit X (100% — 40% variable)
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Solution 3
a.
Cash $180,000
Investment in Wixon Mining Company $147,500
Gain on sale of stock 32,500
To record sale of 2,500 shares at $72 per share. Shares pur­
chased September 15 at $60 per share were reduced by divi­
dend of $1 per share received October 1.
NOTE: The above solution recognizes that a dividend is purchased when a stock 
is purchased between the declaration date and the date a stock goes ex- 
dividend (3 days before the date of record) because the market price of a 
stock increases by the amount of the dividend when a regular dividend is 
declared and decreases by the same amount when the stock goes ex-dividend 
if all other factors affecting stock prices are ignored.
An acceptable alternative solution would not accrue the dividend at the 
time of purchase and treat the dividend as revenue when received. The in­
vestment in Wixon Mining Company under this alternative solution would be 
recorded at $60 per share and the gain on the sale of 2,500 shares would be 
$30,000.
b.
Amex Copper Company
SCHEDULE OF INVESTMENT IN WIXON MINING COMPANY 
December 31, 1966
10,000 shares purchased January 2 at $50
12,500 shares purchased September 15 at $60 
Less dividend of $1 per share
12,500 shares at $59 per share 
Less 2,500 shares sold ($59 cost)
Cost of remaining 10,000 shares at $59 per share 
Total
Less liquidating dividends:
From wasting assets 
From special dividend
Balance in investment account
$ 500,000
$750,000
12,500
737,500
147,500
590,000
1,090,000
$ 20,000
92,500 112,500 
$ 977,500
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Computation of Liquidating Dividend 
Included in  Special Dividend
Special cash dividend received December 31 (20,000 shares at $7)
Less portion thereof representing dividend income which is limited to
$6 per share for period stock owned:
10,000 shares X $6 $ 60,000
10,000 shares X $6 X (3½ /12) 17,500
Total 77,500
Less dividend income received April, July and October 1 30,000
Portion of special cash dividends representing dividend income 
Liquidating dividend included in special dividends, as
indicated above.
Amex Copper Company
BALANCE SHEET
May 1, 1967
STOCKHOLDERS’ EQUITY:
Common stock—$100 par value (authorized 70,000 shares; 
issued 60,000 shares, of which 10,000 shares are in 
treasury)
Contributed capital in excess of par value
Contributed capital from exchange of treasury stock
Retained earnings at December 31, 1966 $ 900,000
Add net income through April 30, 1967 205,000
Total 1,105,000
Less dividends paid through April 30, 1967 100,000
Retained earnings at April 30,1967 
Total
Less treasury stock— 10,000 shares received in exchange 
for 20,000 shares of Wixon Mining Company stock and 
carried at cost of Wixon investment
Total stockholders’ equity
$ 140,000
47,500
$ 92,500
$6,000,000
930,000
310,000
1,005,000
8,245,000
1,050,000
$7,195,000
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Proof of Stockholders’ Equity after Merger 
(Not Required)
Amex Copper Company assets less liabilities before merger $5,485,000
Less investment in Wixon Mining Company stock exchanged 1,050,000
Amex Copper Company assets less liabilities after merger 4,435,000
Wixon Mining Company assets less liabilities after merger 2,760,000
Combined assets less liabilities after merger* $7,195,000
*Assets — liabilities =  stockholders’ equity
Computation of Contributed Capital from Exchange of 
Treasury Stock
Wixon Mining Company common stock at par value $2,500,000
Contributed capital in excess of par value 60,000
Total $2,560,000
40% allocated to 20,000 shares held by Amex as an investment $1,024,000
Less cost of 10,000 Amex treasury shares exchanged
(10,000 ÷  25,000) X $2,250,000 900,000
Excess from reacquisition of treasury shares 124,000
60% of Wixon stock held by outsiders $1,536,000
Less cost of 15,000 Amex treasury shares exchanged
(15,000 ÷  25,000) X  $2,250,000 1,350,000
Excess from exchange of treasury shares 186,000
Total contributed capital from exchange of treasury stock $ 310,000
Computation of Net Income and Retained Earnings
Amex Copper Wixon Mining 
Company Company
Net income through April 30, 1967 
Less Wixon dividends paid to Amex
Combined net income 
Less dividends paid to outsiders
Increase in retained earnings 
Add retained earnings at Dec. 31, 1966
Combined retained earnings at May 1, 1967
$125,000
20,000
105,000
70,000
35,000
750,000
$100,000
100,000
30,000
70,000
150,000
Totals
$ 225,000 
20,000 
205,000 
100,000 
105,000 
900,000
$1,005,000
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Solution 4
Charlton Corporation
STATEMENT OF INCOME FROM TRANSACTIONS 
For the Year Ended December 31, 1967
Historical Costs Current Costs
Sales $7,999,750 $7,999,750
Cost of Goods Sold:
Inventories, December
31, 1966
Variable manufacturing
$ 407,000 $ 457,600
costs 2,175,250 2,175,470
Fixed manufacturing costs 825,000 825,000
Depreciation 154,000 228,536
Amortization of lease 60,000 63,000
Amortization of patents 50,000 70,000
Total 3,671,250 3,819,606
Inventories, December
31, 1967 434,500 3,236,750 462,000 3,357,606
Gross margin 4,763,000 4,642,144
Operating Expenses:
Variable selling expenses 1,375,000 1,375,000
Fixed selling expenses 
Variable administrative
825,000 834,317
expenses
Fixed administrative
275,000 275,000
expenses 1,650,000 4,125,000 1,659,317 4,143,634
Income from operations 638,000 498,510
Other Revenues, Gains and
(Expenses):
Dividends received 8,350 8,350
Bond interest expense (55,000) (61,142)
Lease interest expense
Gain or (loss) from sale
(27,950) (27,950)
of securities 1,500 (744)
Gain from sale of land 7,000 (66,100) 1,080 (80,406)
Income from trans-
actions 571,900 418,104
Less income taxes
Net income from
279,150 279,150
transactions $ 292,750 $ 138,954
A ccounting Practice—Part II 237
Charlton Corporation
Schedules of Current Cost Computations
For the Year Ended December 31, 1967 
(Not Required)
1. Computation of Loss from  Sale of Marketable Securities
Replacement cost at December 31, 1966 adjusted for 
price-level increase ($28,600 X104%)
Sales proceeds 
Loss
2. Computation of Variable Manufacturing Costs
Costs incurred during 1967
Increase for price-level adjustment of prepaid expenses 
($5,500 X 104%) -  $5,500
Total
3. Computation of Gain on Sale of Land
Sales proceeds
Replacement cost at December 31, 1966 adjusted for 
price-level increase ($10,500 X 104%)
Gain
4. Computation of Depreciation Allocation
Replacement costs of buildings and equipment, De­
cember 31, 1967
Depreciation rate
Depreciation for 1967 in current costs
80% allocated to manufacturing operations 
10% allocated to fixed selling expenses 
10% allocated to fixed administrative expenses
Total
5. Computation of Fixed Selling and Administrative Expend
1967 depreciation in historical cost— ($2,117,500 — 
$1,925,000)
Fixed selling expenses
Less depreciation in historical costs (10% of $192,500)
Balance
Add depreciation in current costs (#4 above)
Total
Fixed administrative expenses
Less depreciation in historical costs (10% of $192,500) 
Balance
Add depreciation in current costs (#4 above)
Total
6. Computation of Amortization of Lease
Replacement cost at December 31, 1966 =  $567,000 =
Remaining life   9
$ 29,744
29,000 
$ (744)
$2,175,250
220
$2,175,470
$ 12,000
10,920 
$ 1,080
$5,713,400
.05
$ 285,670
$ 228,536  
28,567
28,567 
$ 285,670
$ 192,500
$ 825,000 
19,250
805,750
28,567 
$ 834,317
$1,650,000
19,250
1,630,750
28,567
$1,659,317
$ 63,000
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Computation of Bond Interest Expense
Replacement cost of bonds at December 31, 1966
Market interest rate
$1,019,039
.06
Interest expense $ 61,142
(Discount accumulation of $6,142 is determined by 
subtracting $55,000 interest paid from $61,142 mar­
ket interest. Adding discount accumulation to De­
cember 31, 1966 replacement cost gives December
31, 1967 replacement cost.)
Computation of Inventory at December 31, 1966
Replacement cost $440,000 X 1.04 = $ 457,600
Solution 5
1. c B. 6. b C. 11. b
2. d 7. c 12. a
3. a 8. c 13. b
4. a 9. a 14. d
5. b 10. c 15. d
Solution 6
a.
Mayfair School District 
GENERAL FUND JOURNAL ENTRIES 
For the Year Ended June 30, 1967  
Adjusting Entries
Debit Credit
(1)
State grant revenue $ 300,000
Bonds payable 1,000,000
Buildings $1,300,000
To transfer assets and liability for bonds payable to appro­
priate funds.
(2)
Encumbrances—Operating expenses—
Administration
Instruction
Other
Reserve for encumbrances
To record outstanding purchase orders at June 30, 1967,
1,000
1,200
600
2,800
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Closing Entries
(1)
Revenue from tax levy, licenses and fines 1,008,200
Unappropriated budgeted surplus 1,007,000
Estimated revenues 1,007,000
Revenue and expenditure summary 1,008,200
To close both the actual and estimated revenue accounts.
(2)
Appropriations— operating expenses 850,000
Appropriations— other expenditures 150,000
Revenue and expenditure summary 1,003,000
Operating expenses— administration 
Encumbrances— operating expenses— administration 
Operating expenses— instruction
Encumbrances— operating expenses— instruction 
Operating expenses— other 
Encumbrances— operating expenses— other 
Debt service from current funds— principal and interest 
Capital outlays (equipment)
Unappropriated budgeted surplus
To close both the actual expenditures and appropriations.
(3)
Revenue and expenditure summary 5,200
General fund equity
To close summary account.
24,950
1,000
601,800
1,200
221,450
6 0 0
130,000
22,000
1,000,000
5,200
ADJUSTING ENTRIES TO OTHER GROUPS AND FUNDS
b.
General Fixed Assets Group:
Buildings
Land
Classroom and playground equipment 
Investment in fixed assets from:
Current revenues— general fund
State grants
Bonds
Local government donation 
To record acquisition of property.
Bonded Debt and Interest Groups
(1)
Amount to be provided in future years—principal 
Amount to be provided in future years—interest
4% long-term bonds payable 
Interest payable in future years
To record bonded debts.
$1,300,000
50,000
22,000
$ 22,000 
300,000 
1,000,000 
50,000
$1,000,000
400,000
$1,000,000
400,000
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(2)
Amount available for retirement of bonds
Interest payable in future years
Amount to be provided in future years—principal 
Amount to be provided in future years—interest
To record increase in sinking fund assets and payment of 
interest from general fund.
Working Capital Fund:
Due from General Fund $
Billings for services
To record services rendered the general fund.
465,000
200,000
950
465,000
200,000
950
Mayfair School District 
General Fund
Statement of Revenues and Expenditures 
For the Year Ended June 30, 1967 
(Not Required)
Revenues from tax levy, licenses and fines 
Expenditures:
Operating:
Administration
Instruction
Other
Other:
Debt service—principal and interest 
Capital outlays (equipment)
Total expenditures 
Excess of revenues over expenditures
$1,008,200
$ 25,950 
603,000
222,050 $851,000
130,000
22,000
1,003,000 
$ 5,200
Mayfair School District 
General Fund 
Balance Sheet 
June 30, 1967 
(Not Required)
Current Assets
Cash in bank $ 47,250
Taxes receivable—current (less
estimated losses, $1,800) 30,000
Temporary investments 11,300
Inventory of supplies 11,450
Total $100,000
Liabilities, Reserves and Fund Equity 
Current liabilities:
Vouchers payable $10,200 
Due to working capital
fund 950
Total liabilities $ 11,150
Reserves:
Reserve for encumbrances 2,800 
Fund Equity:
Balance, July 1,
1966 80,850 
Add excess of revenues
over expenditures 5,200 
Balance, June 30,
1967 86,050
Total $100,000
Answer 1
AUDITING
May 16, 1968; 8 :30  a.m. to 12:00 m.
1. True
2. False
3. False
4. False
5. True
6. True
7. False
8. True
9. True 
10. True
11. True
12. False
13. False
14. True
15. False
16. True
17. False
18. True
19. True
20. False
Answer 2
a. An audit program for the mortgage accounts for which the Association acts 
as a mortgage servicing agency should include the following steps:
1. Determine that the conditions of the agency agreement are being com­
plied with, e.g., taxes are paid when due, adequate insurance on the prop­
erty is in force and premiums paid when due, etc.
2. Ascertain the frequency, extent and effectiveness of audits made of the 
servicing agent’s accounts by or on behalf of the mortgagees.
3. Compare copies of the periodic reports submitted by the servicing agent 
to the mortgagees with the Association’s records.
4. Confirm with the mortgagees the last periodical report submitted by the 
Association.
5. As of a current date on a test basis confirm directly with individual mort­
gagors the information concerning their accounts as shown by the records 
of the Association.
6. Ascertain on a test basis that as of a current date the aggregates of the 
Association’s detail records agree with the related control accounts as to
(a) liability to mortgagees for principal and interest, (b) tax escrow, and
(c) insurance escrow.
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7. Test the reasonableness of the fees charged by the Association to the mort­
gagees in conformity with the provisions of the agency contract.
b. 1. The internal controls pertaining to input of information that should be in 
effect because an on-line real-time computer processing system is employed 
should include:
(a) A self-checking digit or some other redundant check should be used 
with every account number to prevent an entry to a wrong account.
(b) A daily record of all transaction inputs from each input terminal 
should be produced as a by-product of the computer processing so as 
to provide this supplemental record.
(c) EDP personnel should not initiate inputs to the computer except for 
testing purposes so that a proper segregation of duties is maintained. 
Any testing should be done after regular processing is completed and 
should be recorded in the computer log.
(d) The internal audit staff should not initiate input to the computer in 
order that the auditors will not be checking their own work.
(e) Computer file security should be provided to assure that entries are 
not made to the accounts except during normal processing periods.
2. The internal controls which should be in effect pertaining to matters other 
than information input are as follows:
(a) Account balances should be printed out or dumped on magnetic tape 
at regular intervals to provide for record reconstruction and testing.
(b) Policy tests should be included in the computer program to permit 
ready identification of obvious exceptions, e.g., a withdrawal from 
an account should not exceed the balance on deposit in the account.
(c) The internal audit staff should have the responsibility for testing ac­
counts and transactions and checking error listings. Adjustments to 
the accounts proposed by the internal audit staff should first be 
approved by a responsible official and then be recorded in the normal 
manner so as to provide proper segregation of work.
(d) Account balance printouts and transaction records necessary to recon­
struct the accounts should be maintained in a separate location from 
the computer file storage as a precaution against simultaneous de­
struction.
(e) There should be provision for continued operation to avoid a time 
loss in case of computer failure, e.g., each terminal should have 
mechanical registers in addition to the computer’s electronic registers.
(f) Security should be provided at each terminal to assure that certain 
operations could be initiated only by authorized supervisory personnel.
Answer 3
a. The board of directors is responsible for making important decisions that lend 
direction to the operations and activities of a corporation. The minutes of 
meetings serve as a formal documentation of these decisions. Only by estab­
lishing a coordination between the approved actions and those which actually
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took place can the CPA be certain that management fulfilled its responsibility 
and that personnel within the organization followed management’s instructions. 
In the minutes of the board of directors the CPA has a source through which 
to verify that certain transactions which did occur were authorized. Examples 
of the types of transactions which may be so substantiated are bonuses or pay 
increases to officers and employees and contributions to charitable organiza­
tions and pension and profit-sharing plans.
It is possible that transactions which should have been approved could have 
occurred without the board of directors’ knowledge. As a precaution against 
this the CPA should determine that transactions which required the board’s 
approval were approved in the minutes. Conversely, it is possible that actions 
formally approved by the board of directors have not occurred or did not 
occur in the manner prescribed by the board. The CPA should determine that 
these deficiencies do not exist by ascertaining that all applicable matters of 
accounting interest which appear in the minutes and which did occur have been 
properly recognized in the accounts and records of the corporation and 
in the financial statements.
The complete agreement of the accounting records and the minutes is not 
conclusive evidence for the CPA. In addition to making his usual audit of 
completed transactions he must be alert to the possibility of other occurrences
(1) by ascertaining that he has seen minutes of all meetings held prior to 
report date and excerpting items in the minutes relevant to his examination,
(2) through discussions with appropriate corporation officers and (3) by 
obtaining assurances in letters of representation from responsible officials. The 
CPA should also review the corporate charter and bylaws to be satisfied that 
authority existed for actions taken.
b. 1. The sale of an important manufacturing division of a corporation is a 
significant event which should be formally approved by the board of 
directors and by the stockholders. The CPA should consider first whether 
it is possible that he has not seen the minutes of all meetings, that possibly 
others including approval of the sale of the division were not made avail­
able to him. Some ways to account for all minutes are: (a) obtaining a 
letter from the secretary listing all meeting dates of the board of directors 
and stockholders during the period of the examination, (b) referring to 
the approval of minutes of the preceding meeting (date) in each set of 
minutes, (c) knowing the usual meeting schedule and (d) analyzing fees 
paid to directors for meeting attendance.
If no other minutes are found the CPA should discuss the matter with 
the secretary to learn if the lack of approval is through oversight or mis­
understanding. If the CPA is not assured before his report that the direc­
tors and stockholders have approved the sale of the division he should 
consult counsel as to the legal significance of the apparent significance of 
the apparent failure to properly authorize the sale. He must then decide 
if he must qualify his opinion.
2. The fact that the minutes differ somewhat as to some details from a con­
tract negotiated with the labor union does not in itself appear to be a 
serious situation. Frequently contracts or agreements are reported in the
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minutes in rather rough form and subsequent lengthy discussions between 
the parties to the agreement result in a minor modification of details. The 
principal points of interest to the CPA are that the contract as finally 
negotiated was agreed to and signed by company personnel authorized to 
make such agreements and that the board of directors agreed in general 
to the proposed terms of the contract. The CPA should be certain that 
the directors have been adequately informed but minor differences should 
have no effect on the CPA’s opinion.
3. In examining the minutes the CPA establishes that there is coordination 
between the wishes of the directors and the actions of management and 
that significant events are properly reflected in the financial statements 
or their footnotes. The CPA cannot avoid this responsibility by accepting 
an explanation that the secretary has not yet prepared the minutes and 
he should insist that the secretary write the minutes in order that he 
might complete his work and render his report. The opinion in the CPA’s 
report would not be affected unless matters were considered at the meet­
ing which would require an adjustment to the financial statements or 
footnote disclosure not contemplated by the client. The secretary’s notes 
will serve as temporary assurance that the CPA will be satisfied with the 
minutes, but these informal data will not be a substitute for the signed 
minutes. Lack of sufficient time of course is not an adequate excuse for 
the secretary’s failure to prepare minutes. However, even if extraneous 
circumstances rendered the preparation of minutes a practical impossi­
bility, the CPA could still avoid postponing the rendition of his report 
by obtaining satisfaction that the secretary’s notes were complete and 
that nothing occurred at the meeting in question which would have an 
important effect on the financial statements or their footnotes. Such satis­
faction might be obtained through (1) discussions with management 
personnel, (2) other audit procedures designed to disclose subsequent 
events and (3) letters of representation furnished by the client.
c. Corporate actions which usually should be approved by stockholders and 
recorded in the minutes of the stockholders’ meetings include:
1. Election of directors.
2. Capital stock issuances and retirements (if authority not waived or dele­
gated) .
3. Sale of all or significant parts of the business.
4. Merger of the business.
5. Significant acquisitions of other companies.
6. Meeting arrangements.
7. Stock voting arrangements.
8. Stock option, bonus, or profit-sharing plans for key personnel.
9. Selection of independent auditors (unless delegated to the board of 
directors).
10. Amendments to articles of incorporation and bylaws.
11. Authorization of new classes of securities.
12. Waiving of pre-emptive rights.
13. Liquidation of the corporation.
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Answer 4
a. 1. The factors a CPA should consider before deciding whether or not he 
should render a letter report outlining deficiencies in the system of in­
ternal control include:
(a) Recommendations for internal control and constructive service mat­
ters are a valuable natural product of an auditor’s examination and 
therefore should not be withheld from the client.
(b) The need for an internal control report letter will vary with the 
significance of the weaknesses and recommendations to be reported. 
The fact that the CPA plans to issue an unqualified opinion on the 
Halpern financial statements may tend to minimize the significance 
of deficiencies encountered. On the other hand, the deficiencies may 
have resulted in losses reported in the financial statements or which 
were not material for a fair presentation even though not reported 
but should nevertheless be corrected.
(c) If an internal audit department exists the CPA may obtain satisfac­
tion in some matters by consulting with the supervisor of that de­
partment and obtaining his cooperation.
(d) Any concrete evidence that steps are being taken currently by the 
client to institute improvements of major concern may help to justify 
postponing rendition of the internal control report letter or may 
result in rewording to temper it.
(e) If any internal control recommendations were made when the 1966 
financial statements were examined by the former CPA for Halpern 
an indication of the president’s sincerity in wanting to improve con­
ditions would be available by learning the present status of matters 
covered by those recommendations.
(f) When weaknesses in internal control are disclosed in the auditor’s 
working papers, he should issue a formal letter for protection in 
case the client subsequently sustains a material loss resulting from 
the weaknesses.
(g) The internal control report letter should be rendered if any of the 
deficiencies are related to the duties and responsibilities of the presi­
dent.
2. The CPA should decide whether to issue the internal control report 
letter to the board of directors or the president after considering his in­
structions in accepting the engagement, his knowledge of the company’s 
operations and its personnel, the significance of existing weaknesses and 
the level of management with which duties involving weaknesses are 
associated. The fact that the CPA had instructions from Halpern Cor­
poration to issue an auditor’s report on the financial statements to the 
board of directors would be an indication that, in the absence of a spe­
cific understanding to the contrary, they likewise expect to receive any 
related reports. If any of the internal control weaknesses are directly 
associated with the duties and responsibilities of the president the report 
should be rendered to the board of directors. Ownership by the president
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of the corporation’s stock should be considered since his latitude in 
management matters normally fluctuates with the percentage of stock 
which he owns or controls. In this case, unless there are reasons for 
rendering the internal control report letter to the board of directors, the 
CPA should usually render it to the president or some responsible em­
ployee designated by him. When this is done the CPA should be satisfied 
that the board of directors knows that the report letter exists and agrees 
with the method of rendition.
b. 1. The following alternative controls would mitigate the weakness arising 
from the factory foreman’s handling both the approval of time cards and 
the distribution of factory payroll checks:
(a) Periodic distribution of factory payroll checks on a surprise basis 
by another independent employee.
(b) Some means of assurance that additions to the payroll are properly 
authorized and that terminated employees are actually deleted from 
the payroll register.
(c) Test observations at the time clock to ascertain that each employee 
is punching his own card.
(d) Independent check of computation of hours worked and hourly 
pay rates for individual employees.
(e) Overall check of hours worked per payroll register by relating the 
total to production records.
2. The following steps included in a factory payroll audit program should 
help to provide assurance that no errors or irregularities exist because the 
factory foreman who approves the time cards also distributes the factory 
payroll checks:
(a) Observation of payroll distribution on a surprise basis.
(b) Comparison of the names of employees on two payrolls of different 
dates, accounting for (1) authorizations (including rates) of those 
hired, (2) agreement of personnel department release notices with 
deletions from payroll, (3) authorizations for changes in hourly rates, 
and (4) explanations for any other changes noted in comparing the 
payrolls which are not covered under (1) or (2) above.
(c) Test of time cards, noting correctness of hours worked and hourly 
pay rates.
(d) Examination of endorsements on payroll checks on a test basis to 
see that payees’ endorsements correspond with employee’s signatures 
on employment applications or W-4 forms and not with the signa­
ture of the factory foreman.
(e) Consideration of controlling the mailing of W-2 forms to those 
employees who receive their checks from this foreman.
Answer 5
a. The senior accountant who preceded you violated the generally accepted 
auditing field work standards which provide that (1) the work is to be 
adequately planned and assistants, if any, are to be properly supervised and
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(2 ) there is to be a proper study and evaluation of the existing internal con­
trol as a basis for reliance thereon and for the determination of the resultant 
extent of the tests to which auditing procedures are to be restricted.
The work was not planned adequately. As evidenced by the working papers 
certain audit procedures which should have been performed early were not 
done during the first half of the examination. Conversely, other audit pro­
cedures were performed prematurely either because their approach depended 
on information not yet derived or because they deserved less timing priority 
than other work not yet commenced.
The junior accountant on the Carter engagement was inexperienced and 
required more than an ordinary degree of supervision by the senior account­
ant. Proper supervision always requires giving continued attention to the 
assistant. The senior accountant must give adequate instructions to the 
assistant prior to commencing the work, oversee the work as it is being per­
formed, provide guidance where necessary, and make a critical review and 
offer constructive suggestions concerning the work as soon as practicable 
after it has been completed. There is much evidence of a lack of supervision 
on the Carter engagement, such as the poor condition of the assistant’s work­
ing papers, the absence of a reviewer’s signature on the papers, and the fact 
that the working papers indicate nothing was done on supervision and review.
The working papers show that the study and evaluation of internal control 
were not performed although other work was done in many areas, including 
the tests of transactions, the scope of which should bear a definite relationship 
to the findings of the internal control investigation. Should the subsequent 
investigation of internal controls in effect at Carter reveal unanticipated weak­
nesses, audit work in the related areas must be extended. Should the con­
trols prove stronger than anticipated, too much work would have been per­
formed and the result would be either a higher audit charge to the client or 
an absorption of the excess cost by the accounting firm, or possibly a com­
bination of both.
b. 1. The work which requires early attention is as follows:
(a) Trade accounts receivable—First requests for confirmation should 
be mailed immediately because of the time which must elapse before 
you can process the replies, mail second requests, and follow up 
exceptions and accounts from which no reply was received.
(b) Minutes—Any important information concerning the Company’s 
plans and operations should be obtained early by reading the 
minutes.
(c) Internal control investigation—As indicated above results are needed 
early because they will determine the scope of other audit tests.
(d) Analytic review of operations—This work will reveal abnormal 
fluctuations of income and expense and explanations therefor and 
may have a bearing on the particular periods to be selected for 
testing.
(e) Supervision and review—A prompt review of completed papers is 
required. Additional work will probably be needed on the work done 
previously.
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2. Tax returns, internal control letters and procedural recommendations for 
management are usually not required simultaneously with the auditor’s 
report. It should be possible to postpone the preparation of these items 
and also any work done exclusively to develop information for them. 
Often special work is done at the client’s specific request although it is 
not considered essential for audit purposes. Any such work could be 
postponed if it did not create a conflict in the client’s timing requirements.
Answer 6
a. An independent auditor who attends all stockholders’ and directors’ meetings 
should not participate in any management decisions so as not to jeopardize 
his independence. If he answers all questions directed to him at directors’ and 
stockholders’ meetings he should not imply by his oral responses that he is 
giving an unqualified opinion on the fairness of the financial statements. Oral 
expressions by their nature are not as clear as written opinions and the CPA 
may well be vulnerable if some director or stockholder who relies on his verbal 
statement would sue him for damages. The CPA should also restrict his 
answers to accounting matters.
There is also a question as to whether or not the CPA might become liable 
to the client for orally giving information of a confidential nature. Furthermore 
it is possible that either the client might sue to recover the fees paid or 
minority stockholders might file suit against the CPA to recover the fees paid 
by the client.
b. Yes. A CPA who postpones an audit report after having completed his audit 
increases his responsibility by lengthening the period during which he 
must report on any subsequent event which is material in relation to the 
financial statements covered by his opinion. In such a case the CPA must 
continue to remain informed on events which might affect the fairness of the 
financial statements. It is highly recommended that the CPA should submit his 
audit report to the board of directors as soon as possible after the completion 
of his audit. The directors, if they wish, may then withhold the report if they 
wish to postpone releasing the information.
c. 1. A contingency of this magnitude requires a disclaimer of opinion by the
CPA. He may, however, wish to render a piecemeal opinion on the com­
pliance of the statements with generally accepted accounting principles in 
respects other than those which require the disclaimer of opinion.
2. The middle paragraph to be included in the CPA’s short-form report might 
read as follows:
The outcome of the lawsuits described in Note __  to the financial
statements is uncertain at this time and it is not known when decisions 
will be forthcoming. If all decisions should be unfavorable, Pierson Com­
pany would sustain adverse judgments totaling $2,000,000. If all judg­
ments should be favorable, Pierson Company would hold judgments total­
ing $300,000 against other parties. No provision has been made for these 
contingencies in the financial statements.
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Answer 7
Sorenson Manufacturing Corporation 
Year Ended December 31, 1967
Adjusting Journal Entries 
(Not Required)
(1)
Machinery $17,000
Patents
To transfer cost of improving machinery to the fixed asset account.
$17,000
Cost of goods sold
Accumulated amortization of patents 
To record 1967 patent amortization (1/17 X $68,000).
(3)
Licensing agreement No. 2 
Deferred credits
To classify revenue received in advance on licensing agreement 
as a deferred credit
4,000
1,000
4,000
1,000
(4)
Prior period adjustment—Licensing agreement No. 1 
Licensing agreement No. 1
To write off the permanent 60 per cent reduction in the 
expected revenue-producing value of licensing agreement 
No. 1 caused by the December 1966 explosion (60% X $50,000)
(5)
Cost of goods sold
Accumulated amortization of licensing agreements
To record 1967 amortization of licensing agreement 
No. 2 (10% X $50,000)
30,000
30,000
5,000
5,000
(6)
Prepaid expenses
Selling and general expenses
Organization expenses 
Goodwill
To transfer items improperly charged to Goodwill 
(7)
Equipment
Accounts receivable
Leasehold improvements
To charge the equipment account with movable equipment 
and to record a receivable from the landlord for the real 
estate taxes erroneously paid by Sorenson.
(Continued on page 252)
6,000
2,000
16,000
24,000
8,500
2,500
11,000
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Answer 7— Journal Entries (continued)
(8)
Cost of goods sold 1,500
Prior period adjustment—amortization of leasehold improvements 1,500
Accumulated amortization of leasehold improvements 3,000
To record 1966 and 1967 amortization of leasehold improve­
ments based on 10 year life of lease (2 X 10% X $15,000).
(9)
Extraordinary losses 9,000
Prior period adjustment—amortization of organization expenses 9,000
Accumulated amortization of organization expenses 18,000
To record 1966 and 1967 amortization of organization
expenses based on 5 year period.
COMMERCIAL LAW
May 17, 1968; 8:30  a.m. to 12:00 m.
Answer 1
1. False
2. False
3. True
4. True
5. False
6. False
7. True
8. True
9. True 
10. True
11. False
12. True
13. False
14. False
15. False
16. True
17. False
18. True
19. False
20. True
21. False
22. False
23. True
24. False
25. False
26. False
27. True
28. True
29. True
30. False
Answer 2
31. True
32. False
33. False
34. True
35. True
36. False
37. False
38. False
39. True
40. True
41. False
42. False
43. False
44. True
45. False
46. True
47. False
48. True
49. True
50. True
51. False
52. True
53. False
54. True
55. True
56. False
57. False
58. True
59. True
60. False
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Answer 3
61. True 71.
62. True 72.
63. False 73.
64. True 74.
65. False 75.
66. False 76.
67. True 77.
68. False 78.
69. True 79.
70. True 80.
False 81. False
False 82. True
True 83. False
False 84. True
False 85. True
False 86. True
True 87. False
False 88. True
True 89. False
True 90. True
Answer 4
a. 1. No. If the trust is to be effective at its creation the property comprising
the principal of the trust must be conveyed by Frugal to the trustee of 
the trust who is to hold the property in accordance with the terms of the 
trust for the benefit of the beneficiaries of the trust. The trust property, 
therefore, no longer belongs to Frugal, the settlor of the trust. So long as 
the trust is not revoked prior to Frugal’s death, the property will not be a 
part of Frugal’s probate estate at his death.
2. Yes. If the named trustee refuses to serve as trustee and refuses to accept 
delivery of the trust property and assume the responsibility of serving as 
trustee, the settlor cannot force him to do so.
3. Rita and Albert would each receive 50 per cent of the Trust principal at 
Frugal’s death. John, Frugal’s brother, and Susan, Frugal’s sister, would 
not be entitled to any share since they are collateral relatives rather than 
descendants of Frugal. Rita, Frugal’s child, is a descendant and would be 
entitled to 50 per cent of the trust principal. Rita’s children, Thomas and 
Mary, are descendants but are not entitled to share since their mother, Rita, 
is living. Albert, Selma’s child, is a descendant and is entitled to 50 per 
cent of the trust principal, receiving in place of his deceased mother, Selma, 
pursuant to the per stirpes distribution, the share which she would have 
received had she survived.
b. Potter. The securities were owned in joint tenancy by Wellington and Potter.
Therefore, upon Wellington’s death the property automatically passes to Potter 
pursuant to the survivorship feature of this type of ownership.
The purported change of the party to receive the property via the codicil to 
the will is ineffective because Wellington was divested of ownership by his 
death. The property will pass to Potter pursuant to the terms of the stock 
certificates.
Answer 5
a. The legal relationship between Acme and Baker in connection with the ware­
housing of the beans is a bailment relationship. Acme, the bailor, delivered 
beans pursuant to an agreement whereby the goods were to be stored by Baker,
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the bailee, and returned to the Bailor or to a third party pursuant to the 
directions of the bailor and in accordance with the bailment agreement. Since 
each of the parties entered into the bailment relationship for its own benefit 
(Acme to have its beans stored and Baker to earn a fee for storage) there is 
a mutual benefit bailment.
b. The term “fungible goods” refers to goods which are, by nature and usage of 
trade, the equivalent of any other like unit of the goods of similar grade and 
quality. When fungible goods are mixed they form a uniform mass, no part of 
which can be independently identified.
The term “warehouse receipt” refers to the receipt issued by a person en­
gaged in the business of storing goods for a fee. The receipt, which may be 
either negotiable or nonnegotiable, is a document of title and may be used as 
collateral. It represents title to the goods being stored and states the terms and 
conditions of the agreement between the warehouseman and the person bring­
ing goods for storage.
c. Yes. Ordinarily, a warehouseman must not commingle the goods represented 
by the various outstanding warehouse receipts and must keep separate the 
goods covered by each receipt so as to permit their identification and delivery 
at all times. However, in the case of fungible goods, unless otherwise agreed, 
the warehouseman may commingle the goods. If this is done each person who 
has warehoused fungible goods has a proportionate interest in all of the ware­
housed goods which have been commingled.
d. No. A buyer acquires title to the goods he buys from a warehouseman who is 
also in the business of buying and selling fungible goods free from any claim 
under a warehouse receipt. The protection of the buyer of the goods as against 
a holder of a warehouse receipt is consistent with the reasonable commercial 
expectations of the bailor. Thus, since Acme knew that Baker was also in the 
business of buying and selling beans Acme could have foreseen the possibility 
that Baker would breach its agreement with Acme and other bailors and sell 
warehoused beans to an innocent buyer who would have no way of knowing 
that he was buying beans which had been bailed.
e. Since each holder of a warehouse receipt is an owner in common of the 
remaining mass of bailed beans to the extent of his pro rata share based on 
the proportion that the amount of beans bailed (as shown on his warehouse 
receipt) bears to the total amount of beans bailed (as shown on all ware­
house receipts). Such beans will be distributed proportionately among all of 
the holders of warehouse receipts for bailed beans. The warehouseman will 
also be liable to each bailor for the conversion of the portion of beans not 
returned because of the unauthorized sale of the beans.
f. No. While there are important differences between negotiable and non-negoti­
able warehouse receipts (e.g., liability of the warehouseman because of an 
unauthorized alteration of the warehouse receipt) none of the answers to 
questions “c,” “d” or “e” would vary if Acme had received a negotiable ware­
house receipt from Baker.
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Answer 6
a. 1. The legal relationship among Excelsior Bank, Ronda and King is a surety­
ship relationship. In such a relationship a person called a “surety” and 
another person called a “principal debtor” are obligated to perform an 
obligation to a person called a “creditor” who is entitled to only one per­
formance, and as between the surety and principal debtor the latter is to 
perform the obligation and is ultimately liable therefor. Here, Ronda (the 
principal debtor) owed a duty of fidelity to the Bank (the creditor). If 
Ronda breached her duty, the Bank could look to King (the surety) for 
satisfaction. King would then have a right to be reimbursed by Ronda.
2. King might argue that the surety bond only insured the Bank for losses 
resulting from Ronda’s improper conduct as a secretary. When Ronda was 
promoted to her position as a teller, King would say it was necessary to 
obtain a new bond, presumably at a higher premium, in order to protect 
the Bank against Ronda’s misconduct in her new capacity. As a surety, 
King would argue that this obligation had been materially altered without 
permission when Ronda was promoted and, therefore, he could not be 
held liable.
3. King, a surety, may attempt to recover from Ronda, the principal debtor, 
on the basis of his right to reimbursement or indemnification from the 
principal debtor, the party ultimately responsible to bear the loss. Having 
fully satisfied the Bank’s claim, King could also claim his equitable right 
to be subrogated to the Bank’s rights against Ronda and could attempt 
recovery from her on this subrogation theory.
b. 1. As a result of the September 1, 1967 transaction, Penn Oil, Coal and Coke
has assigned all its rights and delegated all its duties under the Martinson 
contract to Banner Coal. Banner assumed the obligation to perform the 
contract and is entitled to the proceeds payable under the terms of the 
Martinson contract. Penn, in effect, becomes a surety on the Martinson 
contract and, although it remains liable to Martinson, can obtain a 
reimbursement from Banner if it has to perform or respond in damages.
2. Yes. Martinson can enforce the implied promise made by Banner to Penn 
as a result of the sale of the Martinson contract. Martinson is a third 
party creditor beneficiary of that transaction and has the proper standing 
to sue Banner.
3. Yes. The delegation of the duty to perform by Penn to Banner does not 
relieve Penn of its original obligation. As indicated above Penn is a 
surety. Thus, upon default, Martinson can immediately proceed against 
Penn. The fact that Martinson accepted the first delivery does not 
constitute a release of Penn. If a substitution were made and Martinson 
released Penn, the transaction would constitute a novation and free Penn 
from liability.
4. Yes. Penn can recover the damages it suffers as a result of Banner’s 
failure to perform. It can recover based upon the implied promise to 
perform the Martinson contract which arose as a result of the assign­
ment of the rights and a delegation of the duties arising under the
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Martinson contract. In the alternative Penn could seek reimbursement as 
a surety as discussed above.
Answer 7
a. No. The restrictive provision in the contract is an illegal restraint of trade. 
The test in determining the validity of such prohibitions is phrased in terms 
of reasonableness of the restraint in relation to the business needs and pur­
poses served.
The type of restriction on subsequent activities indicated in the facts is 
usually associated with the sale of the assets and goodwill of a business. The 
purchaser of the assets commonly takes an ancillary covenant from the 
seller not to compete. This type of restraint has been held to be legal where 
the terms of the restraint are shown to be reasonable in geographic scope 
and duration and necessary to permit the purchaser to obtain the benefits of 
his bargain.
The scope of the geographic limitation and the duration of the restriction 
both appear to be excessive. Therefore the contract is illegal and unenforce­
able against Watson.
b. 1. Jason Corporation violated the federal antitrust laws. The contracts, as
described, are clearly tying arrangements with the highly desired item 
being used to force customers to purchase other items. This type of anti­
competitive device has been held to be illegal under both the Clayton 
Act and the Sherman Act. Under Section 3 of the Clayton Act the 
activity is one which is per se illegal if a substantial amount of interstate 
commerce is involved. Furthermore, the activity would in all probability, 
be an unreasonable restraint of trade under Section 1 of the Sherman Act 
and, therefore, illegal.
2. The Jason Corporation will in all probability face treble (three times 
actual) damage actions brought by both customers and competitors if 
it can be proved that the parties suing were in fact harmed.
In addition, the United States government could proceed civilly against 
Jason Corporation and its officers and possibly bring a criminal, action 
as well. The criminal sanctions imposed by the Sherman Act are a 
maximum of one year in prison and/or a $5,000 fine. Civilly the govern­
ment could obtain injunctive relief (a prohibition against continued use 
of this type of device) and the government could seize those items shipped 
in interstate commerce in violation of the antitrust laws.
Answer 8
a. 1. An inter vivos gift is treated by the law as irrevocable when:
(1) The parties are competent,
(2) There is an absence of consideration,
(3) The transaction was voluntarily and unconditionally entered into by 
the donor,
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(4) There has been an actual or constructive delivery of the subject 
matter of the gift, and acceptance thereof by the donee, and
(5) There is the requisite intent by the donor to make a gift and pass 
title to the donee.
2. No. The element of delivery is lacking and, therefore, the gift was not 
consummated at the luncheon. The manual delivery of the piece of paper 
acknowledging an intent to make a gift would not constitute a constructive 
delivery of the truck.
3. No. Filmore did nothing more than make a promise to make a gift. The 
promise must be supported by consideration if it is to be enforceable. Love 
and respect are not sufficient to satisfy the consideration requirement.
4. Yes. Filmore would have made an irrevocable gift to Charles by parting 
with the keys and allowing Charles to drive the truck away.
b. 1. Pierre is a gratuitous bailee. As such he owes the owners of the property 
the duty of exercising slight care of the property. He was not permitted to 
pledge the property.
2. The original owners of the property are entitled to it. The finder of lost or 
mislaid property does not acquire sufficient title thereto to defeat the rights 
of the owner by transferring the property to a bona fide purchaser or to a 
person who lends money and takes the property as collateral.
THEORY OF ACCOUNTS 
May 17, 1968; 1:30 to 5:00  p.m.
Answer 1
1. d 11.
2. a 12.
3. b 13.
4. a 14.
5. b 15.
6. d 16.
7. a 17.
8. b 18.
9. c 19.
10. c 20.
Answer 2
a. The cost of property, plant and equipment includes all expenditures to acquire 
the property, plant and equipment and to put it into position and condition 
for use. Among the expenditures which might be applicable to a purchase 
are the
1. Purchase price, less all discounts and applicable interest, plus the fair value 
of any other obligations assumed therewith—or an apportionment of the 
total if bought in a lump-sum purchase.
2. Title costs for items such as surveys, searches, registrations, unpaid taxes 
and accrued interest, action to obtain clear title, and legal services.
3. Positioning costs such as freight, insurance in transit, duties, drayage and 
reinstallation.
4. Conditioning costs prior to normal use such as repairs, remodeling, recon­
ditioning, test runs, renovation, insurance and taxes, draining, clearing, 
landscaping, grading, materials, direct and indirect labor and depreciation 
of equipment used in the conditioning effort.
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5. Improvement or betterment costs to increase the value or extend the nor­
mal service life of the property, plant and equipment, even after putting it 
to normal operating use.
b. 1. Majority ownership and administrative control are the two most important
criteria for determining whether to consolidate the financial statements of 
Bevo Corporation and Casco, Inc. Other criteria include the extent to 
which Casco contributes directly to the activities of Bevo, existence of a 
large proportion of intercompany transactions, absence of restrictions by 
outsiders upon assets and earnings of the subsidiary, expectation of con­
tinued financial control, general coincidence of accounting periods and the 
general homogeneity of the assets and operations of the affiliate.
2. Casco appears to be a captive of Bevo, financially and administratively. 
Casco is controlled through Bevo’s board of directors and it is not unusual 
for a captive subsidiary to be liquidated when its usefulness has ended. 
Consolidated financial statements for Bevo and Casco therefore seem more 
appropriate and informative than separate financial statements.
c. 1. Treating the $75,000 advance to Casco as an account receivable does not
seem appropriate even though the nature of the advance suggests that the 
transaction was a loan to an affiliate. Bevo’s advance was not an operat­
ing loan to an affiliate in need of working capital or temporary liquidity. 
It served only to clear Bevo’s title to the property, plant and equipment 
of Algo’s division. Also, the fact that Casco was formed for this purpose 
implies that the advance would not be paid back except perhaps through 
an exchange of the Algo shares purchased from the minority stockholder, 
an exchange which could be made at will by Bevo and therefore has little 
substance. Finally, accounts receivable generally are related to receivables 
from normal trade with customers.
2. Treating the entire $75,000 advance as an investment in Casco is not 
appropriate even though stock of Algo was purchased by Casco with the 
$75,000 because the underlying value of the related assets was only about 
one half of this cost. In addition Bevo’s board would not invest in Algo as 
an intercorporate investment in the usual sense. It had already negotiated 
a purchase agreement with Algo and had nothing to gain in the way of 
control of the majority. It also would not be likely to invest more in an 
entity managed by a management with divergent views. Therefore, one 
half of the $75,000 should be treated as an investment in Casco (the value 
of the Algo stock purchased by Casco) with the remainder treated as a 
cost of property, plant and equipment.
3. Treating the entire $75,000 advance to Casco as a cost of property, plant 
and equipment purchased from Algo does not seem appropriate although 
in substance the transaction was an attempt to obtain clear title to the 
property, plant and equipment. It is of course true that had the minority 
stockholder not intended to exercise his right to prevent the purchase, 
Casco would not have been formed and the advance would not have been 
made. To the extent that a portion of the $75,000 cost of the Algo stock 
can be attributed to the market value of the Algo stock, Bevo should treat
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that amount as an investment in Casco. After this allocation all that re­
mains of the $75,000 advance should be treated as a part of the cost of 
property, plant and equipment of the manufacturing division purchased 
from Algo. If it is assumed that the original negotiated price reflected 
the fair market value of the property, plant and equipment purchased, that 
part of the $75,000 which is in excess of the fair market value should be 
treated as an intangible asset and classified as goodwill.
4. Treating the $75,000 advance as a loss does not seem appropriate because 
a loss is a reduction of equity, other than withdrawals of capital, for which 
no compensating value has been or is expected to be received. It was not 
an expired cost, one without benefits to the revenue producing activities 
of the enterprise. The $75,000 advance served a useful purpose: removing 
probable future actions to prevent the purchase or, failing that, to seek 
equity. This treatment might be appropriate if the $75,000 raised the cost 
of the property, plant and equipment far beyond its economic usefulness. 
However, this condition is unlikely in this situation because Bevo’s board 
would not have pursued the agreement or taken the action it did unless 
the additional costs of obtaining clear title were economically justifiable.
Answer 3
a. The economist views business income in terms of wealth of the entity as a 
whole resulting from an accretion attributable to the whole process of business 
activity. The accountant must measure the “wealth” of the entity in terms of 
its component parts, that is, individual assets and liabilities. He must also 
identify the events which cause changes in the financial condition of the entity 
and assign the resulting changes to specific accounting periods. To achieve this 
identification of such events, accountants employ the realization principle in 
the measurement of periodic income.
b. Revenue realization results from the accomplishment of economic activity in­
volving the transfer of goods and services giving rise to a claim. To warrant 
recognition, there must be a change in assets that is capable of being objec­
tively measured and that involves an exchange transaction. This refers to the 
presence of an arms-length transaction with a party external to the entity. The 
existence and terms of the transaction may be defined by operation of law, by 
established trade practice, or may be stipulated in a contract.
Events that can give rise to realization of revenue are: the completion of 
a sale; the performance of a service; the production of a standard interchange­
able good with a guaranteed market, a determinable market value and only 
minor costs of marketing, such as precious metals and certain agricultural 
commodities; and the progress of a construction project, as in shipbuilding. 
The passing of time may be the “event” that establishes the recognition of 
revenue, as in the case of interest income or rental income.
As a practical consideration, there must be a reasonable degree of certainty 
in measuring the amount of revenue realized. Problems of measurement may 
arise in estimating the degree of completion of a contract, the net realizable
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value of a receivable or the value of a nonmonetary asset received in an ex­
change transaction. In some cases, while the revenue may be readily meas­
ured, it may be impossible to estimate reasonably the related expenses. In such 
instances revenue recognition must be deferred until proper periodic income 
measurement can be achieved through the matching process.
c. No. The factor apparently relied upon by Stony Associates is that revenue is 
considered realized as the services giving rise to it are performed. The firm 
has completed the construction of the building, obtained financing for the 
project, and secured tenants for most of the space. Management of the project 
is yet to be rendered and Stony did not accrue revenue for this service. How­
ever, another factor must be considered. Since the fee for Stony’s services has 
as its source the future profits of the projects, on April 30, 1968 there is no 
way to measure objectively the amount of the fee. Setting the amount at the 
commercial value of the services might be a reasonable approach were it not 
for the contingent nature of the source of the fees. That an asset, contracts 
receivable, exists as a result of this activity is outweighed by the inability to 
measure it objectively. Revenue recognition at this time is unwarranted be­
cause of the contingent nature of the revenue and the likelihood of overstating 
the assets. Thus revenue recognition would not be in accord with generally 
accepted accounting principles.
Because revenue cannot be recognized, the related expenses should be de­
ferred so that they can be amortized over the respective periods of revenue 
recognition. With a reasonable expectation of future benefit, the deferred costs 
conform to the accounting concept of assets. Amortization should be based 
upon the weighted lease terms of the building tenants without regard to 
renewal options.
Answer 4
a. The treatment proposed is improper from the standpoint of both the income 
statement and the statement of financial condition.
Neither the $300,000 nor the “interest” accrued can be classified as a 
receivable since repayment is contingent upon the cancellation of the operat­
ing contract by the other party. To recognize periodically an accrual for 
interest receivable with the intent to write off that receivable in subsequent 
years would violate the rule of conservatism and would overstate Acme’s assets 
throughout the 30-year term of the contract.
Because the repayment of the $300,000 is contingent there is no valid loan 
and therefore no interest can accrue. To call the accrued interest “income” 
misstates the case and overstates income during the first 20 years of the con­
tract. Conversely, amortization of this element over the last 10 years under­
states income during that period. A similar misstatement of income is caused 
by carrying the “loan” at $300,000 for 20 years and amortizing it over only 
the last 10 years.
The net effect of the treasurer’s proposed accounting treatment is a mis­
classification of an asset and the shifting of expired costs from the first 20 
years to the last 10 years. Even if Rocklin Hotel were to cancel the contract
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the “interest” would be a penalty for early cancellation. Many long-term 
contracts, such as franchises, leases, and bond indentures, provide for such a 
penalty for early cancellation to recognize that when the alternative benefits 
from cancellation exceed the penalty payment the party relinquishing rights 
under the contract should be compensated. These penalty provisions are dis­
closed in footnotes to financial statements but are not recognized in the ac­
counts under generally accepted accounting principles.
Because the $300,000 outlay is a cost to secure the benefits of the operat­
ing contract, it should be considered as a franchise fee for the privilege 
of operating the restaurant and parking facilities at Rocklin Hotel, classified 
as a deferred charge and amortized over the entire income producing period 
of the contract. No element of interest should be recognized on the contract, 
although the opportunity cost of capital could be recognized by employing the 
annuity method for amortization.
The $300,000 outlay also has some of the characteristics of a lease, but 
because Acme is to pay a normal rental for the use of Rocklin Hotel’s facili­
ties the outlay is more appropriately considered a franchise fee.
b. 1. While the terms of a contract can often establish the intent of the parties
and define the financial effects of a transaction, the intent of the parties 
to this contract is clearly different from the wording of the agreement. In 
addition it is probable that the income tax benefits mentioned by the 
treasurer will not materialize. The tax authorities would be likely to look 
to the substance of the matter rather than to its form. It is even possible 
that the tax result might be highly disadvantageous if the amortization 
charges were disallowed at a time when the years of interest accrual were 
already closed by operation of the statue of limitations.
2. Ordinarily the manner in which Rocklin Hotel treated the “loan” on its 
financial statements should have no bearing on Acme’s treatment. Only 
in the event that their recognition of the principal and interest as liabilities 
were indicative of their intent to cancel the contract could this possibly 
influence Acme’s classification and carrying value of the items.
c. In a footnote to its financial statements Acme should disclose the important 
terms of the agreement, namely the length of time it is to run, the amount of 
the financing, the amount of contingent repayment upon cancellation by Rock­
lin, and the amortization policy adopted for statement purposes.
Answer 5
a. A “conglomerate” is a diversified company whose activities are segmented into 
unrelated industries. The conglomerate is contrasted to the horizontally or 
vertically integrated company. Horizontal integration is typified by varied 
product lines derived from a common material source, such as rubber prod­
ucts for the consumer market, automotive parts, paint products, etc. Vertical 
integration is characterized by numerous activities involving a single product 
line such as baking, canning, meat packing, distribution, retailing and real 
property ownership and management.
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b. 1. The difficulty encountered in measuring net profit by industry segment
arises in the treatment of joint costs. While revenue and material, labor, 
and manufacturing costs can usually be identified readily with a given in­
dustry segment, some costs serve more than one industry and can be 
allocated only on an arbitrary basis. When this is done the resulting 
net profit breakdown is of questionable value since it does not reveal 
the contribution that each segment is making to the company-wide joint 
costs.
2. National Industries’ statement of consolidated income reveals at least three 
possible areas of joint costs.
1. Selling and administrative expense might include costs of central ad­
ministration and national advertising on a firm-wide basis.
2. Interest expense might pertain to funds borrowed on a firm-wide basis, 
negotiated and dispensed by top level management.
3. Provision for income taxes is based on the taxable income of the firm 
as a whole. As a tax it is levied not on each industry segment of a firm 
but on each separate corporate entity or on a consolidation of the 
component corporations.
A problem arises because there is difficulty in tracing joint costs and 
furthermore the responsibility for joint costs does not necessarily lie with 
the industry segments individually. Consequently, when these costs are 
allocated arbitrarily to the various segments the resulting net profit break­
down is distorted and does not truly reflect the contribution of the indi­
vidual segments.
c. 1. While all gains or losses recognized during a period should generally be
included in the determination of net income, any material adjustment 
which satisfies the following criteria should be excluded: it is directly 
applicable to the operations of a particular prior period; it is not the result 
of an economic event that occurred after the prior period; it depends 
on determinations by persons other than management; and it could not 
previously have been reasonably estimated.
Examples of prior period adjustments that might satisfy these criteria 
are the final settlement of a claim that has been in litigation, the assess­
ment of additional taxes on prior period income, and contract renegoti­
ation.
2. A material item of gain or loss other than a prior period adjustment should 
be included in the determination of net income but segregated from ordi­
nary income if its nature is such that it is not typical of the business 
activities of the firm and it is non-recurring. For purposes of judging 
materiality dissimilar items should be weighed individually, but similar 
items should be considered together.
Extraordinary items of this kind arise from the disposal of plant facili­
ties, sudden worthlessness of an intangible asset, or a sale of an investment 
in the stock of a subsidiary.
3. Following the criterion discussed above the gain on the sale of the 
furniture division is an extraordinary item on the income statement. Con-
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versely the assessment for additional taxes should be shown on the state­
ment of retained earnings as a reduction of the opening balance. If com­
parative income statements are presented for a series of years the pro­
visions for income taxes should be shown adjusted for the additional 
assessments.
Answer 6
a. Basic Research Corporation’s transactions for 1967 for the items listed were:
1. Credits to Receivable from Clients totaled $288,000. Of this amount 
$28,000 was from Prepayments by Clients for amounts received in 1966 
and $260,000 was for cash received from clients in 1967 and deposited 
in the bank. Of the cash received $35,000 was for amounts due from 1966, 
$8,000 was for receivables acquired in the merger, and $217,000 was for 
billings to clients in 1967.
Charges to Receivable from Clients totaled $300,000. Of this amount 
$8,000 was for receivables acquired in the merger, $40,000 was for work 
completed in 1966 but not billed until 1967, and $252,000 was for work 
completed and billed in 1967 of which $47,000 was unpaid at December 
31, 1967.
2. Work completed in 1967 totaled $276,000. Of this total $252,000 was 
billed in 1967 and $24,000 had not been billed at December 31, 1967.
3. Suppliers were paid $9,000 in 1967. Of this amount $3,000 was for 1966 
purchases and $6,000 was for 1967 purchases. Suppliers were owed $4,000 
at December 31, 1967 making total supplies purchased $10,000. Of the 
supplies purchased $7,000 of supplies were on hand and $3,000 were 
used. Supplies used in 1967 totaled $8,000 including $5,000 from 1966.
4. Land, Building and Equipment increased $55,600 in 1967. Laboratory 
equipment purchased for cash totaled $11,000 and $6,000 of laboratory 
equipment was acquired in the merger. Land purchased from an incor­
porator was recorded at $38,600 with a $5,000 credit to Donated Capital 
and a $33,600 credit to Discounted Note Payable for the present value 
of the note given on January 1, 1967.
5. Accumulated Depreciation increased $11,000. Of this $6,000 was for 
1967 depreciation expense and $5,000 was accumulated depreciation on 
laboratory equipment acquired in the merger.
6. The $35,616 Discounted Note and Accrued Interest Payable includes the 
$33,600 value when issued of a $40,000 note discounted to accumulate 
interest at 6 per cent per annum and $2,016 accrued interest for 1967. 
($38,600 land—$5,000 donated capital =  $33,600. Also, $35,616 note +  
accrued interest =  106% of issue value of note, so 100% =  $33,600.)
7. The $15,000 deferred salary payable is accrued because the director of 
applied research was hired to work 5 years with compensation to be paid 
evenly over 10 years.
b. The statement of cash receipts and disbursements prepared by the book­
keeper reflects only transactions involving cash while the income statement
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prepared by a CPA would reflect also transactions in which cash was not 
received or paid in the same period and would properly exclude cash transac­
tions not affecting income, such as collections of receivables, payments of 
liabilities and purchase of assets. In addition, because the income statement 
prepared by a CPA would be prepared in accordance with generally ac­
cepted accounting principles, some items would be reflected which did not 
involve the use of cash, e.g., accruals, depreciation, etc.
Answer 7
a. 1. Inventories are unexpired costs and represent future benefits to the owner.
A statement of financial position includes a listing of unexpired costs and 
future benefits as the owner’s assets at a specific point in time. Because 
inventories are assets owned at the specific point in time for which a state­
ment of financial position is prepared, they must be included in order that 
the owner’s financial position will be presented fairly.
2. Beginning and ending inventories are included in the computation of net 
income only for the purpose of arriving at the cost of goods sold during 
the period of time covered by the statement. Goods included in the begin­
ing inventory which are no longer on hand are expired costs to be matched 
against revenues earned during the period. Goods included in the ending 
inventory are unexpired costs to be carried forward to a future period.
b. Financial accounting has as its goal the proper reporting of financial transactions 
and events in accordance with generally accepted accounting principles. In­
come tax accounting has as its goal the reporting of taxable transactions and 
events in conformity with income tax laws and regulations. While the primary 
purpose of an income tax is the production of tax revenues to finance the 
operations of government, income tax laws and regulations are often produced 
by various forces. The income tax may be used as a tool of fiscal policy to 
stimulate all of or segments of the economy (e.g., the investment tax credit 
or the 20 per cent special first-year depreciation deduction) or to decelerate 
the economy. Some income tax laws may be passed because of political 
pressures brought to bear by individuals or industries. When the purposes of 
financial accounting and income tax accounting differ, it is often desirable to 
report transactions or events differently and to employ income tax allocation in 
financial statement reporting to simultaneously achieve the conflicting goals 
of financial accounting and income tax accounting.
c. FIFO and LIFO are inventory costing methods employed to measure the flow 
of cost. FIFO matches the first cost incurred with the first revenue produced 
while LIFO matches the last cost incurred with the first revenue produced 
after the cost is incurred. (This, of course, assumes a perpetual inventory 
system is in use and may not be precisely true if a periodic inventory system 
is employed). If prices are changing, different costs would be matched with 
revenue for the same quantity sold depending upon whether the LIFO or 
FIFO system is in use. In a period of rising prices FIFO tends to value
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inventories at approximate market value in the balance sheet and LIFO tends 
to match approximately the current replacement cost of an item with the 
revenue produced.
d. The LIFO inventory costing method is applied to each type of item in an 
inventory. Any type of item removed from the inventory base (i.e., magnets) 
and replaced by another type (i.e., coils) will cause the old cost (magnets) 
to be removed from the base and to be replaced by the more current cost 
of the other item (coils).
The dollar-value LIFO costing method treats the inventory base as being 
composed of a base of cost in dollars rather than of units. Therefore a change 
in the composition of the inventory (less magnets and more coils) will not 
change the cost of the inventory base so long as the amount of the inventory 
does not change stated in base year dollars.
e. The dollar-value LIFO method and the base stock method are similar in that 
both treat the inventory as consisting of dollars of cost rather than specific 
units of items in inventory and both include the most recent costs in cost of 
goods sold. They are different in that the dollar-value method employs a price 
index number to determine inventory cost while the base stock method em­
ploys specific unit prices. In addition the base stock method treats a reduction 
in the physical inventory base as a reduction at the most recent price while 
the dollar-value LIFO method treats such a physical inventory reduction as 
a reduction at the base year (or subsequent year) acquisition cost.
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ACCOUNTING PRACTICE-PART I  
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8. b 18. c
9. a 19. d
10. e 20. a
Solution 2 
a. 1. Modern Products Corporation
SCHEDULE COMPUTING FINISHED GOODS PRODUCTION 
BUDGET (UNITS)
FOR OCTOBER, NOVEMBER AND DECEMBER 1968
Budgeted sales— units
Inventory required at end of month
Total to be accounted for
Less inventory on hand at beginning of month 
Budgeted production—units
October November December
120,000 90,000 120,000
18,000 24,000 24,000
138,000 114,000 144,000
24,000 18,000 24,000
114,000 96,000 120,000
a. 2.
SCHEDULE COMPUTING RAW MATERIALS INVENTORY 
PURCHASE BUDGET (POUNDS)
FOR OCTOBER AND NOVEMBER 1968
October November
Budgeted production—pounds ( ½  lb. per unit) 57,000 
Inventory required at end of month 19,200
Total to be accounted for 76,200
Less inventory on hand at beginning of month 22,800
Balance required by purchase 53,400
Budgeted purchases—pounds (based on minimum 
shipments of 25,000 lbs. each) 75,000
48,000
24,000
72,000
40,800
31,200
50,000
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b. Modern Products Corporation
PROJECTED INCOME STATEMENT 
FOR THE MONTH OF NOVEMBER
Sales (90,000 units at $2)
Less: Cash discounts on sales $ 1,800
Estimated bad debts (16% of gross sales) 900
Net sales
Cost of sales:
Standard (90,000 units at $1.20) 108,000
Add under-absorbed overhead (standard production
of 100,000 units less budgeted production of
96,000 units equals 4,000 units times $.10) 400
Gross profit on sales 
Expenses:
Selling (10% of gross sales) . 18,000
Administrative ($33,000 per month) 33,000
Interest expense 500
Net income
CASH FORECAST
FOR THE MONTH OF NOVEMBER
Cash balance, beginning of month
Receipts:
Bank loan
Collections of receivables:
November 10—98% of $60,000 billed 
October 31
November 15— $60,000 billed 
October 15 less 16% X $120,000
November 25—98%  of $45,000 billed 
November 15
November 30— $60,000 billed 
October 31 less 16% X $120,000
Total
Disbursements:
Accounts payable to suppliers for materials 
purchased in October
November labor (96,000 units X  .40)
October manufacturing overhead—variable
(114,000 units X .20)
October manufacturing overhead—fixed
portion ($10,000-$4,000 depreciation) 
October selling expenses (10% X $240,000) 
October administrative expenses ($33,000-$500
depreciation)
Total disbursements
$180,000
2,700
177,300
108,400
68,900
51,500 
$ 17,400
$ 10,000
321,200
331,200
Cash balance, end of month
$ 99,500
58,800
59,400
44,100
59,400
75,000
38,400
22,800
6,000
24,000
32,500
198,700
$132,500
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Solution 3
a. Gocon Corporation
SCHEDULE OF TOTAL AMOUNT EXPECTED TO BE 
ON CONTRACT 
April 30, 1968
Costs incurred to date
Estimated costs to complete contract
Total allowable costs 
Contract fees expected:
Cost fee (Note 1)
Performance fee (Note 2)
Delivery fee (Note 3)
Total amount expected to be received
Note 1: Computation of Cost Fee
Contract target cost (60 X $15,000) 
Estimated allowable costs (from above)
Cost savings 
Incentive rate
Incentive fee 
Target fee 
Total cost fee
Note 2: Computation of Quality Fee
Pressure Measurement- 
Range Minimum
Number 
of Units
Target
Cost
Target Incentive
Fee Fee
40,000 2 $ 30,000 $ 600 $ (1 2 0 )
50,000 6 90,000 1,800
60,000 14 210,000 4,200 525
70,000 12 180,000 3,600 900
80,000 10 150,000 3,000 1,125
Totals 44 $13,200 $2,430
16 additional units expected to be at target
Total quality fee expected to be received
RECEIVED
$804,000
72,000
876,000
47,400
20,430
23,100
$966,930
$900,000
876,000
24,000
_____ 4 0
2,400
45,000
$ 47,400
Total
Performance
Fee
$ 480
1,800
4,725
4,500
4,125
$15,630
4,800
$20,430
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Note 3: Computation of Delivery Fee
February 2 delivery
20 units at target fee ($300,000 X 3%) $ 9,000
6 units at maximum fee ($90,000 X 4% ) 3,600
March 29 delivery
14 units at target fee ($210,000 X 3%) 6,300
*4 units at maximum fee ($60,000 X 4% ) 2,400
Total due April 30 $21,300
Expected May delivery
16 units at minimum fee ($240,000 X 0.75%) 1,800
Total delivery fee expected to be received $23,100
*This assumes that the number of units to be delivered is cumulative, i.e., 20 by
February 29, 40 by March 31 and 60 by April 30. An acceptable alternative solution 
would include all deliveries in March at the target fee, since less than 20 units were 
delivered during March.
b. BALANCE SHEET PRESENTATION UNDER THE
COMPLETED CONTRACT METHOD
Current Assets
Unrecovered costs incurred on contract in progress (Note 1), $304,000
Note 1: $804,000 total costs had been incurred on this contract at the balance sheet 
date, against which $500,000 in progress payments had been received. It is 
estimated that the contract will be completed during May at an additional cost 
of $72,000. The contract is accounted for under the completed contract 
method and it is estimated that the total fee for the completed contract will 
amount to $90,330.
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Adjusting Journal Entries
December 31, 1967 
(Not Required)
(1)
Cost of sales—home office $ 4,400
Merchandise inventory—home office
To record adjustment to physical inventory.
(2)
Accounts payable 34,500
Selling expenses— consignment 10,500
Consignment to Nelson 5,000
Sales—consignment
To record sales and expenses reported by consignee.
$ 4,400
50,000
(3)
Cost of sales— consignment 30,800
Consignment to Nelson
To record cost of consignment sales computed as follows:
Consignment to Nelson prior to adjustment
($149,000 +  $5,000) $154,000
Less consigned inventory held by Nelson on
December 31:
Original cost $119,200
Proportionate freight allocated to
inventory
30,800
  $119,200 
 $149,000
Cost of consignment sales
X $5,000 )  4,000 123,200
$ 30,800
(4)
Prepaid expenses 1,200
General and administrative expenses— consignment
To transfer expenses on Towers Agreement to prepaid account.
(5)
Treasury stock 68,000
Intangible assets 17,000
Investments
To adjust items erroneously included in the Investments account.
(6)
Accrued incentive bonus 20,000
Prepaid incentive bonus
To offset the prepaid portion of the incentive 
bonus against the total bonus accrued.
1,200
85,000
20,000
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(7)
Land 53,000
Building 100,000
Furniture and equipment 28,000
Selling expenses— home office 10,000
Accumulated depreciation—building 22,000
Accumulated depreciation—furniture and equipment 6,000
Other assets
To transfer fixed assets and related accumulated depreciation 
to separate accounts and to charge research costs 
on an abandoned sales project to expense.
(8)
163,000
Cash 50,400
Accounts receivable— branch 33,600
Sales— branch
To record branch sales.
(9)
84,000
Cost of sales—branch 60,000
Merchandise inventory— branch
To record cost of inventory sold by branch
($84,000÷ 140%).
(10)
60,000
General and administrative expenses—home office 11,500
Allowance for bad debts 2,000
Accounts receivable—home office
To record the provision for doubtful accounts for old items
in dispute and uncollectible accounts of bankrupts 
(provision was made for the remaining doubtful accounts 
in the Allowance for Bad Debts).
9,500
Solution 5
Food Products, Inc.
a. SCHEDULE OF DAILY MARGINAL CONTRIBUTION
1. When there is no fog and shipment is made by air:
10,000 units X  $.40 =  $4,000 daily marginal contribution
2. When there is fog and shipment is made by rail:
10,000 units X  $.18 =  $1,800 daily marginal contribution
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b. SCHEDULE OF THE PROBABILITIES OF
FOGGY AND CLEAR DAYS ON THE DAYS FOLLOWING
Day Fogbound
Possible
Combinations for
Following Days
Probability 
of Event
1. 1 Days 2, 3, 4 and 5 foggy 10
250
=  .04
2. 1 Days 2, 3 and 4 foggy, 
day 5 clear
10
250
=  .04
3. 1 Days 2 and 3 foggy, days
4 and 5 clear
20
250
=  .08
4. 1 Day 2 foggy, days 3, 4  
and 5 clear
60
250
=  .24
5. 1 Days 2, 3, 4  and 5 clear
Total
150
250
=  .60
1.00
c. SCHEDULE OF PROBABLE MARGINAL INCOME
WHEN RAIL SHIPMENTS ARE STARTED ON THE
THIRD CONSECUTIVE FOGGY DAY
Daily
Days Probability Days by Marginal Fixed 
Foggy Clear of Event Rail Contribution Cost
3 ,4 ,5  .25 3 $1,800 $3,100
3 ,4  5 .25 2 1,800 3,100
3 4, 5 .50 1 1,800 3,100
Total
Additional
Contri­
bution
$2,300
500
(1,300)
Probable
Contri­
bution
$575
125
(650)
Probable marginal income $ 50
d. Factors the CPA should consider include:
1. Financial data reliability. Are the data reliable enough for setting long-range 
guidelines or will changes in costs and revenue invalidate the use of the guidelines?
2. Meteorological data reliability. Are the meteorological data reliable enough 
for setting long-range guidelines? Was the sample of ten years’ data too small or 
should the sample have included a longer period of years? Will future abnormal weather 
conditions invalidate the sample?
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Solution 6— Continued
Central Hospital 
Adjusting Journal Entries
January 1, 1968  
(Not Required)
(1)
John Central Endowment Fund $ 14,500
Surplus
To eliminate from the Endowment Fund Balance the investment 
income earned on U. S. Treasury Bills.
(2)
Surplus 385,000
Land
To eliminate from the Land account the $380,000 appraisal 
increase and the $5,000 cost of the old building which was
demolished.
(3)
Building 100,000
Surplus
To eliminate the appraisal decrease and restate the hospital 
building at its actual cost.
(4)
Surplus 62,000
Allowance for accumulated depreciation
To correct the allowance for accumulated depreciation through 
December 31, 1967 in accordance with the following computation:
Building—$300,000 at 2% times 41 years $246,000
Elevator—$45,000 at 5% times 15 years 33,750
Equipment—ascertained by the board of directors 158,250
Total accumulated depreciation, as computed 438,000
Less accumulated depreciation per books 376,000
Understatement of accumulated depreciation $ 62,000
(5)  
Due from General Fund to Plant Fund 21,000
Due to Plant Fund from General Fund
To record the amount payable by the General Fund for additional 
investment securities which it must purchase and transfer to the 
Plant Fund to comply with the wish of the board of directors 
requiring that accumulated depreciation be fully invested (ad­
justed allowance for accumulated depreciation $438,000 less 
present investment in common stock $417,000).
(6)
Surplus 528,000
Plant Fund 
General Fund
To close out the surplus account and to allocate its balance to the 
General Fund and Plant Fund.
$ 14,500
385,000
100,000
62,000
21,000
500,000
28,000
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Solution 1
a. Abcoe Engineering Services
SCHEDULE COMPUTING ORDINARY INCOME
TO BE REPORTED IN THE 1967 PARTNERSHIP
INCOME TAX RETURN
Net income for 1967 from the partnership income statement $75,000
Add:
Excessive depreciation taken on equipment sold (1) $ 107
Section 1245 gain on equipment sold (4) 4,653
Total additions 4,760
79,760
Deduct:
Partners’ salaries $45,000
Partners’ interest 3,000
Short-term capital gain on securities sold 900
Dividends on securities sold 60
Additional allowable depreciation on new building (2) 489
Additional allowable depreciation on new equipment (3) 1,050
Total deductions 50,499
Ordinary income to be reported on the partnership income
tax return $29,261
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Computation of Depreciation Adjustments on Furniture 
and Equipment Sold and on New Building
(1) Furniture and
Equipment Sold (2) New Building
Tax basis $5,240 $40,000
Depreciation rate (1) 150% DB (2) DDB .15 .04444
Annual depreciation $ 786 $ 1,778
Tax depreciation for 6 months $ 393 $ 889
Depreciation on financial statements 500 400
Depreciation adjustments for tax purposes $ 107 $ (489)
(3)
Computation of Additional Allowable Depreciation 
on New Furniture and Equipment
Tax basis $30,000
20% special first-year depreciation 6,000
Basis for depreciation 24,000
Depreciation rate .20
Annual depreciation $ 4,800
Tax depreciation for 6 months $ 2,400
Depreciation on financial statements 1,350
Additional depreciation allowable for tax purposes $ 1,050
(4)
Computation of Section 1245 Gain on Sale of 
Office Furniture and Equipment
Sales price
Cost to Coe
Depreciation deduction by Coe 
Depreciation deduction by partnership 
Total depreciation deductible 
Adjusted basis
Net gain allocated to Coe
$ 9,500
$20,000
$14,760
393
15,153
4,847
$ 4,653
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b. SCHEDULE OF DISTRIBUTABLE SHARE OF ITEMS 
TO BE REPORTED SEPARATELY BY EACH PARTNER
FOR 1967 PARTNERSHIP TRANSACTIONS
Total Adair Blinker Coe
Ordinary income $29,261
Depreciation on equipment sold 393
Section 1245 gain on sale of equipment (4,653)
Ordinary income subject to equal
distribution 25,001 $ 8,334 $ 8,334 $ 8,333
Depreciation on equipment sold (393) (197) (196) —
Section 1245 gain on equipment sold 4,653 — — 4,653
Ordinary income distributable 29,261 8,137 8,138 12,986
Partners’ salaries 45,000 18,000 15,000 12,000
Partners’ interest 3,000 1,000 1,100 900
Short-term capital gain on sale of
securities (1) 2,900 300 2,300 300
Dividends on securities sold 60 20 20 20
20% additional first-year depreciation (6,000) (2,000) (2,000) (2,000)
Investment credit (2,100) (700) (700) (700)
(1)
Computation of Short-Term Capital Gain 
on Sale of Securities
Sales price $5,900
Tax basis 3,000
Net gain 2,900
First allocation to Blinker 2,000
Balance allocated equally $ 900
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Solution 2
a. Lopez Department Store
COMPUTATION OF COST OF DECEMBER 31, 1965 INVENTORY 
BASED ON THE CONVENTIONAL RETAIL METHOD
Beginning inventory, January 1, 1965
Add (deduct) transactions affecting cost ratio:
Gross purchases 
Purchase returns 
Purchase discounts 
Freight inward 
Net markups
Totals (ratio of cost to retail, 59%)
Add (deduct) other retail transactions not considered 
in computation of cost ratio:
Gross sales 
Sales returns 
Net markdowns 
Employee discounts
Totals
Inventory, December 31, 1965:
At Retail
At Cost ($50,000 X  59%)
A t Cost A t Retail
$ 27,500 $ 45,000
282,000 490,000
(6,500) (10,000)
(5,000)
26,500
25,000
$324,500 550,000
(492,000)
5,000
(10,000)
(3,000)
(500,000)
$ 50,000
$ 29,500
b.
COMPUTATION OF COST OF DECEMBER 31, 1965 INVENTORY 
UNDER THE LIFO RETAIL METHOD
At Cost A t Retail
Totals used in computing cost ratio under conventional 
retail method (part a)
Exclude beginning inventory
$324,500
27,500
$550,000
45,000
Balance 297,000 505,000
Deduct net markdowns 10,000
Totals used in computing cost ratio under LIFO
retail method $297,000 $495,000
Cost ratio under LIFO retail method
($297,000 ÷  $495,000) 60%
Inventory, December 31, 1965:
At Retail $ 50,000
At Cost under LIFO retail method
($50,000 X  60% ) $ 30,000
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c.
COMPUTATION OF 1966 AND 1967 YEAR-END INVENTORIES 
UNDER THE DOLLAR-VALUE LIFO METHOD
Computation of retail values on the basis of January 1,
1965 price levels.
Cost Retail
1966:
Inventory end of year (given)
Inventory at end of year stated in terms of January 1, 1966 
prices ($56,100 102%)
January 1, 1966 inventory base (given)—cost ratio of 56% 
Increment in inventory:
In terms of January 1, 1966 prices 
In terms of 1966 prices—$5,000 X 102%
At LIFO cost—62% (1966 cost ratio) X $5,100
December 31, 1966 inventory at LIFO cost
1967:
Inventory at end of year (given)
Inventory at end of year stated in terms of January 1, 1966 
prices ($48,300 105%)
December 31, 1967 inventory at LIFO cost—56%
(January 1, 1966 cost ratio) X $46,000
$ 28,000
3,162 
$ 31,162
$ 25,760
$ 56,100
55,000
50,000
5,000
5,100
$ 48,300
$ 46,000
Note: Because the retail inventory stated in terms of January 1, 1966 prices at 
December 31, 1967, $46,000, has fallen below the January 1, 1966 inventory 
base at retail, $50,000, under the LIFO theory the 1966 layer has been depleted 
and only a portion of the original inventory base remains. Hence the LIFO 
cost at December 31, 1967 is determined by applying the January 1, 1966 cost 
ratio of 56 per cent to the retail inventory value of $46,000.
Solution 3
a. Conti Pharmaceutical Company
SCHEDULE OF PRODUCTION AND STANDARD COST
OF PRODUCTION 
For the Month of October 1968
1. October Production in Pounds and Batches
Pounds 500 Pound Batches
Completed and transferred 205,000 410
Complete at end of month 9,000 18
Total 214,000 428
Complete at beginning of month 6,000 12
Produced during month 208,000 416
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2. Standard Cost o f  O ctober P rod u ction  by C om ponents
Quantity
M aterials
Standard 
Per Batch
Batches
Produced
Standard
Quantity
Price
Standard
Standard
Cost
Mucilloid 250 416 104,000 $ .14 $14,560
Dextrose 200 416 83,200 .09 7,488
Ingredients 50 416 20,800 .08 1,664
Total materials 23,712
Labor
Preparation and blending 10 416 4,160 3.00 12,480
Overhead
Variable 10 416 4,160 1.00 4,160
Fixed 10 416 4,160 .30 1,248
Total overhead 5,408
Total standard cost $41,600
b. SCHEDULES PRESENTING AND ANALYZING
DIFFERENCES BETWEEN ACTUAL AND STANDARD COSTS
1. M aterials V ariances (*denotes favorable)
(a) P rice  D ifferences
Actual
Price
Standard
Price
Price
Difference
Actual
Quantity
Price
Variance
Mucilloid $.17 $.14 $.03 114,400 $3,432
Dextrose .11 .09 .02 85,800 1,716
Ingredients .07 .08 .01* 19,800 198*
Total $4,950
(b ) U sage D ifferences
Actual Standard Quantity Standard Toted Usage
Quantity Quantity Difference Price Variance
Mucilloid 114,400 104,000 10,400 $.14 $1,456
Dextrose 85,800 83,200 2,600 .09 234
Ingredients 19,800 20,800 1,000* .08 80*
Totals 220,000 208,000 12,000 $1,610
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2. Labor Variances
Rate Hours Cost
Actual $3.25 4,212 $13,689
Standard 3.00 4,160 12,480
Differences $ .25 52 $ 1,209
(a) Rate variance $ .25 X 4,212 = $1,053
(b) Efficiency variance 3.00 X 52 = 156
Labor variance $1,209
3. Overhead variances (*denotes favorable) 
Actual overhead incurred 
Standard overhead applied (416 X $13)
Overhead variance
$5,519
5,408
$ 111
(a) Controllable Overhead Variance
Actual overhead
Overhead to produce 416 batches should 
have been:
Variable overhead (416 X $10) 
Fixed overhead
Controllable overhead variance
$5,519
$4,160
1,200 5,360
159
(b) Overhead Variance Caused by Volume Factors
Standard overhead applied 5,408
Overhead to produce 416 batches
should have been 5,360
Overhead variance caused by
volume factors 48*
Total overhead variance $ 111
c. Materials variances arising from usage differences could be further analyzed 
by determining the usage difference arising from a variation in the standard 
mix of materials as well as from the quantity of materials used. To the extent 
that materials are not used in standard proportions a mix variance will arise. 
To the extent that standard quantities of materials (that should have been used 
for actual production) vary from the standard proportions (of materials ac­
tually used) a quantity variance will arise. Both variances are stated at the 
standard price for material.
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Calor Drilling Company 
Adjusting Journal Entries
(Not required)
(1)
Accounts receivable
Bad debt expense
Losses from unproductive oil leases 
Allowance for bad debts 
Retained earnings 
Drilling revenue
To record trade accounts receivable at December 31 and pro­
vide an allowance for estimated uncollectible accounts, rec­
ognize 1967 bad debts and losses, adjust retained earnings 
for 1966 income collected in 1967, and recognize unrecorded 
1967 revenue.
(2)
Prepaid insurance 
Notes payable 
Retained earnings 
Insurance
To record prepaid insurance and note payable for insurance at 
December 31, 1967 and adjust retained earnings and expense 
for insurance.
(3)
Retained earnings
Pipe and supplies 
Accounts payable
To record accounts payable at December 31, 1967 and adjust 
expense and retained earnings for supplies used.
(4)
Retained earnings
Interest
Accrued expenses payable 
Salaries and wages 
Payroll taxes
To accrue expenses incurred through December 31, 1967 and 
adjust retained earnings and expense for accruals.
(5)
Productive oil lease 
Common stock
Paid-in capital in excess of par value
To record the issuance of 1,000 shares of common stock in 
exchange for a productive oil lease with a fair market value 
of $15,000.
(6)
Allowance for depletion 
Retained earnings 
Depletion
To reduce depletion recorded under the statutory percentage 
method to depletion based on the cost method for recover­
able oil reserves.
$170,000
8,000
22,000
8,000
119,000
73,000
70,000
40,000
12,000
18,000
28,000
39,000
67,000
13,100
1,300
6,700
7,000
700
15,000
10,000
5,000
112,500
66,500
46,000
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(7)
Allowance for depreciation
Retained earnings
Depreciation
To reduce depreciation recorded under an accelerated method 
to depreciation based on the straight-line method.
240,000
130,000
110,000
(8)
Retained earnings (1966 income tax expense) 106,500
Income tax expense (1967) 235,000
Income taxes payable 165,000
Deferred income taxes payable 133,000
Other expenses 43,500
To record 1967 income tax expense and income taxes payable 
and deferred income taxes payable at December 31, 1967 
and adjust retained earnings and expense for accruals.
Solution 5
a. Southwest Company
COMPARISON OF ANNUAL COST OF MANSERS
I f  Mansers Are 
Manufactured
If Mansers Are 
Purchased
Machining Department:
Material $24,200
Direct labor 12,200
Indirect labor 7,800
Heat and light 3,000 $ 3,000
Depreciation 1,500
3,450Property taxes and insurance 3,750
Payroll taxes and other benefits 6,100
Other 800
Total— Machining Department 59,350 6,450
Finishing Department:
Direct labor 800 400
Overhead 1,600 1,000*
Total—Finishing Department 2,400 1,400
Purchasing costs:
Purchased part ($5 X 10,000) $50,000
Freight in ($.45 X 10,000) 4,500
Receiving, handling and inspection 3,000
Total purchasing costs 57,500
Total cost of mansers $61,750 $65,350
*See page 76 for computation of overhead.
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* Compulation of Finishing Department Overhead if Mansers
Are Purchased
Paid idle time of employees (½  X $800) $ 400
Variable overhead rate (75% X 200%) 150%
Inescapable variable overhead $ 600
Inescapable fixed overhead (25% X 200% X $800) 400
Finishing Department overhead for mansers if purchased $1,000
b. COMPUTATION OF ANNUAL NET CASH OUTFLOW
IF MANSERS ARE MANUFACTURED OR ARE PURCHASED
Total annual cost 
Deduct:
Annual depreciation 
Annual investment income
Net Cash Outflow Net Cash Outflow 
if Manufactured if Purchased
$60,000 $60,000
1,500
900
1. Annual manufacturing cash outflow $58,500
2. Annual purchasing cash outflow $59,100
c. Working capital requirements which should be considered may encourage 
either manufacturing or purchasing mansers. Ideally working capital require­
ments should be kept at a minimum. To the extent that outsiders will provide 
financing, working capital requirements will be reduced. To the extent that a 
greater investment must be made in current assets, working capital require­
ments will be increased.
Manufacturing mansers will require that raw materials be purchased prior 
to production and that mansers be produced before needed for the final product. 
Employees who work on mansers must be paid shortly after they work on pro­
duction. The lead time required to manufacture mansers may require the 
investment of a substantial amount of working capital.
Purchasing mansers could free working capital if the supplier can make 
rapid delivery when mansers are needed (reducing the need to carry inventory) 
and/or if the supplier will provide extended payment terms. Greater working 
capital would be required if the supplier requires advance payment or cannot 
guarantee delivery as needed (requiring that a large inventory be carried). 
If there is only one supplier it might be necessary to maintain a safety stock 
of mansers in case of an unexpected interruption in supply.
AUDITING
November 7, 1968; 8:30  a.m. to 12:00 m.
Answer 1
1. False 11. True
2. False 12. True
3. False 13. False
4. True 14. False
5. True 15. False
6. True 16. False
7. True 17. False
8. False 18. True
9. True 19. True
10. False 20. False
Answer 2
a. The prelisting of cash receipts when used in conjunction with proper follow-up 
procedures will strengthen a company’s internal control substantially by safe­
guarding against unauthorized removals of incoming cash by employees whose 
duties would permit them to conceal the removals. An effective system of 
prelisting cash receipts normally provides for an employee with no other cash 
duties to open the mail and prepare a listing of the individual receipts in­
cluded. The number of copies of the prelisting prepared will vary depending 
upon internal needs and procedures, but the significant point is that one copy 
of the prelisting must be controlled and later used by a responsible employee 
with no related duties to ascertain that all cash received in the mail has been 
entered in the cash book and credited by the bank or is otherwise satisfactorily 
accounted for.
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b. The following duties should be excluded from the work of all employees who 
are in a position to intercept cash receipts from trade customers before they 
are recorded so that none of the same employees will have an opportunity 
also to conceal any unauthorized removals:
1. Posting to the final cash receipts book.
2. Totaling the columns of the cash receipts book.
3. Preparing any cash receipts records to be used in posting.
4. Originating documents serving as customers’ deductions.
5. Posting to the final sales and/or sales returns and allowances record.
6. Footing any sales and/or sales returns and allowances records to be used 
in posting.
7. Preparing any sales and/or sales returns and allowances records to be used 
in posting.
8. Approving credit memorandums, writeoffs or other journal entries affecting 
trade accounts receivable.
9. Posting charges or credits to the customers’ individual accounts.
c. 1. When customers fail to respond to positive confirmation requests the
CPA may not assume with confidence that these customers checked the 
request and found no disagreement and therefore did not reply. Some busy 
customers will not take the time to check confirmation requests and will 
not respond, hence obvious exceptions may exist without being reported 
to the CPA. In the case of fraud or embezzlement, the perpetrators could 
perhaps prevent exceptions from being reported and prevent letters ad­
dressed to fictitious addresses from being returned from the post office as 
undeliverable. Confirmations returned as undeliverable by the post office 
will require appropriate action to obtain better addresses.
2. Yes. Follow-up is necessary when customers do not reply because the 
CPA has selected the positive confirmation route for certain receivables, 
and the most logical step to follow first is to mail second requests.
3. If there is no response to a second request in unusual cases the CPA 
should mail a third request and possibly make telephone calls in an effort 
to get a reply directly from the customer. When it is finally obvious that 
the confirmation program will not produce further evidence the CPA 
should consider each remaining customer as to the size, nature and age of 
the balance and the apparent reason for the lack of a reply before he de­
cides what additional work is necessary in the circumstances. The ex­
amination of customers’ formal remittance advices and cash receipts book 
entries is often a simple and effective check where collections have been 
made subsequent to the balance sheet date. Correspondence in the client’s 
files will sometimes offer satisfactory evidence. When larger and older 
balances cannot be cleared either by confirmation or other routine audit 
checks the CPA should investigate them by examination of sales invoices, 
contracts, shipping documents or other data to substantiate that the
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charges were proper. The CPA may find it necessary where significant 
amounts are involved and circumstances are not clear to investigate the 
existence and/or financial status of a customer.
Answer 3
a. The fact that the client made a journal entry to record vendors’ invoices which 
were received late should simplify the CPA’s test for unrecorded liabilities and 
reduce the possibility of a need for a further adjustment, but the CPA’s 
test is nevertheless required. Clients normally are expected to make necessary 
adjustments to their books so that the CPA may examine statements which 
the client believes are complete and correct. If the client has not journalized 
late invoices the CPA is compelled in his testing to substantiate what will 
ultimately be recorded as an adjusting entry. In this examination the CPA 
should test entries in the 1968 voucher register to ascertain that all items which 
according to dates of receiving reports or vendors’ invoices were applicable to 
1967 have been included in the journal entry recorded by the client.
b. No. The CPA should obtain a letter in which responsible executives of the 
client’s organization represent that to the best of their knowledge all liabilities 
have been recognized. However, this is done as a normal audit procedure to 
afford additional assurance to the CPA and it does not relieve him of the 
responsibility for making his own tests.
c. Whenever a CPA is justified in relying on work done by an internal auditor 
he should curtail (but not eliminate) his own audit work. In this case the CPA 
should have ascertained early in his examination that Ozine’s internal auditor 
is qualified by being both technically competent and reasonably independent. 
Once satisfied as to these points, the CPA should discuss the nature and scope of 
the internal audit program with the internal auditor and review his working 
papers in order that the CPA may properly coordinate his own program with 
that of the internal auditor. If the Ozine internal auditor is qualified and has 
made tests for unrecorded liabilities, the CPA may limit his work to a brief 
test in this audit area.
d. Work done by an auditor for a federal agency will normally have no effect on 
the scope of the CPA’s audit, since the concern of government auditors is 
usually limited to matters which are unrelated to the financial statements. 
Nevertheless the CPA should discuss the government auditor’s work program 
with him, as there are isolated situations where specific procedures followed to 
a satisfactory conclusion by a government auditor will furnish the CPA with 
added assurance and therefore permit him to curtail certain work in a par­
ticular area. However, government auditors are usually interested primarily in 
substantiating as valid and allowable those costs which a company has allo­
cated against specific government contracts or sales to the government, and 
consequently there is little likelihood that the auditor for a federal agency at 
Ozine would check for unrecorded liabilities.
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e. In addition to the 1968 voucher register the CPA should consider the follow­
ing sources for possible unrecorded liabilities:
1. Unentered vendors’ invoice file.
2. Status of tax returns for prior years still open.
3. Discussions with employees.
4. Representations from management.
5. Comparison of account balances with preceding year.
6. Examination of individual accounts during the audit.
7. Existing contracts and agreements.
8. Minutes.
9. Attorney’s bills and letter of representation.
10. Status of renegotiable business.
11. Correspondence with principal suppliers.
12. Audit testing of cutoff date for reciprocal accounts, e.g., inventory and 
fixed assets.
Answer 4
a. The CPA’s professional status and reputation will not permit him to follow 
his client’s suggestions regarding the conduct of an audit unless the sugges­
tions are of such a nature that they clearly do not conflict with his profes­
sional competence, judgment, honesty, independence or ethical standards. The 
CPA, in considering a client’s suggestions, must bear in mind that he is respon­
sible for his opinion on the financial statements but that he is not responsible 
for the financial statements because they are the representations of the client. 
Where there is no disagreement as to the results to be accomplished and the 
client’s suggestion represents a different idea as to the method of accomplish­
ment, the CPA should use his technical training, proficiency and professional 
attitude in weighing the advantage he sees in his method against good client 
relationship and convenience for the client. The CPA must never agree in 
making his audit to any arrangement which violates generally accepted audit­
ing standards or the Code of Professional Ethics, but as a practical matter he 
will sometimes find it desirable or necessary to proceed in a manner which 
he does not believe the most comfortable, convenient or efficient.
b. The reasons against dividing the assignment of audit work solely according to 
assets, liabilities and income and expenses include the following:
1. Work should be assigned to staff members by considering the degree of 
difficulty in relation to the technical competence and experience of indi­
vidual staff members.
2. Sequence of work performed on an examination should be in accordance 
with an overall audit plan.
3. It is impossible to segregate work areas by major captions, because often 
a close relationship exists among a number of accounts in more than one 
category, as for example where income is based on assets or expense is 
based on liabilities.
4. Often a single audit work paper is desirable to substantiate balances in 
accounts of various types, such as an insurance analysis supporting 
premium disbursements, the expense portion and the prepaid balance.
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5. Duplication of staff effort would be more likely to occur if assignments 
were made on such a basis.
6. Frequently the scope of work regarding a single account requires simul­
taneous participation by the staff, such as in the observation of inventories.
7. Many audit operations are not susceptible to division by category, as for 
example investigating internal control, testing transactions and writing the 
report.
8. The suggested three-way split will usually not result in an approximately 
equal allocation of audit hours, since the examination of assets is usually 
the most time consuming.
c. The CPA’s staff member whose uncle owns the advertising agency should not 
be assigned to examine Cooper’s advertising account even though his quali­
fications are excellent and the client has specifically requested that this be 
done. The CPA firm is responsible for avoiding relationships which to a 
reasonable observer might suggest a conflict of interest. A CPA, before ex­
pressing his opinion on financial statements, has the responsibility of assessing 
his relationships with an enterprise to determine whether, in the circumstances, 
he might expect his opinion to be considered independent, objective and un­
biased by one who had knowledge of all the facts. Whether or not this staff 
member could be independent and unbiased in such a situation, outsiders 
probably will be influenced in their thinking by the fact that his uncle is the 
owner of the advertising agency. Even if a problem of ethics were not involved 
it would be unwise for the CPA to assign this staff member as suggested. Al­
though the client may have great confidence in him at this time, this attitude 
could change significantly and the CPA firm’s position would be jeopardized if 
difficulties later arose in connection with the contract. Any situation in which 
bias exists or might arise should be avoided.
Answer 5
a. The CPA should add the following procedures to his new truck inventory 
audit program for 1967 because he did not observe the physical inventory 
taken by the Corporation at the end of the year (December 31, 1967):
1. Physically examine all trucks on hand on January 10, 1968 and list each 
by serial number, make and model.
2. Determine that the January 10, 1968 truck counts agree with the perpetual 
records at that date.
3. Determine that trucks received between December 31, 1967 and January 
10, 1968 as shown by the perpetual records are substantiated by support­
ing vendors’ invoices and receiving reports. Test for accuracy of receiving 
cutoff.
4. Determine that trucks sold between December 31, 1967 and January 10, 
1968 as shown by the perpetual records are substantiated by supporting 
shipping or delivery documents and copies of sales invoices. Test for ac­
curacy of sales cutoff.
5. Determine that the beginning 1968 balance (quantity) shown by the truck 
perpetual records agrees with the quantity reported on the client’s De­
cember 31, 1967 physical inventory tabulation.
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b. No. The obsolete inventory of $2,500 should be charged off because:
1. Generally accepted accounting principles prescribe that a loss should be 
recognized when an asset becomes worthless.
2. Overvalued assets will produce erroneous balance sheets repeatedly in 
future years.
3. An annual cost saving would result from a writeoff of the asset value, since 
the need for a complete annual physical inventory of the obsolete stock 
will remain as long as the asset value is carried. (It would be necessary 
to exercise some control over the obsolete stock after it is written off, 
however.)
c. 1. Because the CPA is not satisfied as to the opening inventory, which in
the trucking business would have a significant effect on the results of 
operations for the year, he must explain the omission of required pro­
cedures in the scope or middle paragraph of his report. He should also 
state in the scope paragraph that although he was not on hand when the 
ending inventory was taken, he has been able to satisfy himself as to 
that inventory by alternate procedures. The scope of the CPA’s examina­
tion has not been limited as to the ending inventory because (a) accurate 
perpetual records are maintained, (b) his own physical counts were made 
shortly after the balance sheet date and (c) his counts have been recon­
ciled to quantities reported at the balance sheet date.
2. The CPA should give an unqualified opinion on the balance sheet only. 
He is satisfied as to the ending inventory, but because of the effect of the 
opening inventory on the year’s operations he must disclaim an opinion 
on the statement of income and retained earnings.
Answer 6
a. It is very probable that the CPA firm previously engaged by Barnes Cor­
poration acted in the client’s best interest in declining the engagement. A “yes 
or no” answer, however, could be given only after an evaluation of the 
ethical issues of the CPA firm’s independence.
A CPA firm may not express an opinion on financial statements unless the 
firm and its partners and associates are independent with respect to the enter­
prise. Thus a member or an associate of a CPA firm may not own or be 
committed to acquire a direct financial interest or material indirect financial 
interest in the enterprise during the period of the examination or at the time 
of expressing an opinion on the financial statements.
Although a CPA firm may not express an opinion if a partner has a direct 
financial interest in the enterprise, the issues are more complex if the interest 
is indirect. The CPA firm could not express an opinion even if the partner 
lacking independence because of a direct interest did not take part in the 
examination. An indirect interest, however, might not cause a lack of inde­
pendence for the partner and therefore not impair his CPA firm’s indepen­
dence. The materiality of the indirect interest to an owner-relative’s personal 
fortune and the partner’s influence and control over the owner-relative’s trans­
actions would be the major factors in determining the partner’s independence.
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Another issue is that a CPA firm is responsible for avoiding relationships 
which might suggest a conflict of interests to a reasonable observer with 
knowledge of all the facts. Independence is a state of mind and although a 
CPA may in fact be independent, objective and unbiased he must also 
appear independent to such an observer.
A CPA firm is best able to assess its independence or appearance of lack 
of independence. In declining the engagement to examine Barnes Corporation’s 
financial statements the CPA firm formerly engaged appears to have acted 
in the best interest of the client. Although the CPA firm might in fact have 
been independent, a reasonable observer might have felt that the partner might 
impair the CPA firm’s independence and objectiveness.
If the client requests and insists on receiving a report containing unaudited 
statements for the stockholders’ meeting the CPA may render such a report 
provided it properly includes a disclaimer of opinion and clearly identifies the 
financial statements as “unaudited.” The Barnes executives, however, merely 
wish to have a report available for the stockholders’ meeting and it is probable 
that a report prepared internally by company employees would serve this pur­
pose. The CPA should discuss this with the Barnes executives and point out 
the limited value of a CPA’s report containing unaudited statements.
If possible, the CPA should avoid issuing unaudited statements when an 
examination is in progress and an auditor’s report will soon be rendered. 
Readers of a report containing unaudited financial statements who know the 
CPA is making an examination may assume the financial statements are more 
reliable than they in fact are. Also, if subsequent adjustments are made to the 
client’s financial statements as a result of the examination, two reports rendered 
by the CPA will be outstanding containing different amounts on the client’s 
financial statements for the same period.
Forecasts of future financial results are useful tools to management and the 
CPA may issue a report containing a forecast of future operations but he 
should be particularly careful not to lead the reader to believe that he is 
vouching for the accuracy or fairness of the forecast. When he issues a fore­
cast the CPA must also make full disclosure of the sources of information used, 
the major assumptions made, the character of the work performed by the CPA, 
and the degree of responsibility he is taking.
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Journal Entry to Correct the Miscellaneous Assets Account 
(Not Required)
Investments $50,860
Prepaid expense 35
Miscellaneous assets $32,670
Notes payable 4,000
Contributed capital from donated assets 7,800
Contributed capital from sale of treasury stock 80
Treasury stock 3,200
Gain on sale of investments— net 1,290 
Dividend income 1,225
Interest income 625
Bond amortization expense 5
To transfer the balance in the Miscellaneous 
Assets account to proper accounts.
COMMERCIAL LAW
November 8 , 1968: 8 :30  a.m. to 12:00 m.
Answer 1
1. False
2. False
3. True
4. True
5. True
6. False
7. True
8. True
9. False 
10. False
11. False
12. True
13. False
14. False
15. True
16. True
17. True
18. True
19. False
20. False
21. True
22. True
23. False
24. False
25. False
26. True
27. True
28. True
29. True
30. False
Answer 2
31. True
32. False
33. True
34. False
35. False
36. False
37. True
38. False
39. True
40. False
41. True
42. False
43. True
44. False
45. True
46. True
47. False
48. False
49. True
50. False
51. True
52. False
53. False
54. True
55. True
56. True
57. False
58. False
59. True
60. True
Answer 3
61. False
62. False
63. False
64. False
65. False
66. True
67. True
68. True
69. False
70. True
71. True
72. False
73. True
74. True
75. True
76. False
77. False
78. False
79. False
80. True
81. True
82. True
83. True
84. True
85. True
86. False
87. True
88. True
89. False
90. False
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Answer 4
a. Yes. Jarrett Corporation is a holder in due course. The check, a negotiable 
instrument, was order paper which was properly negotiated when it was 
indorsed by Donald Jones to J & H Caterers and then from J & H Caterers to 
Cooks and then from Cooks to Jarrett Corporation. Jarrett Corporation was, 
therefore, a holder of the check. Furthermore, Jarrett Corporation took the 
check for value and in good faith and without notice that it was overdue or had 
been dishonored or of any defense against it or claim to it on the part of 
any person. Consequently, Jarrett was a holder in due course.
b. The Uniform Commercial Code provides that certification of a check, when 
procured by the holder of a check, discharges the drawer and all prior in­
dorsers from all liability on the check. The theory behind this rule is that having 
had an opportunity to cash the check, the holder, in choosing instead to ob­
tain the bank’s certification, substitutes the bank’s liability for the liability of 
the drawer and all prior indorsers. After Donald Jones (the holder of the 
check) received The National Bank’s certification, Richard Smith (the 
drawer) was no longer liable on the instrument.
c. The check is worth $500 and the CPA need not require that a liability of $400 
to The National Bank be recorded. The Uniform Commercial Code rule with 
regard to a bank’s liability on an altered check which it has certified is that the 
bank’s certification of the check is an acceptance of an undertaking to pay 
the check as altered and that if this undertaking is relied upon in good faith 
by a holder in due course who receives payment, that innocent party will pre­
vail. The National Bank’s attempt to avoid this result by certifying the check 
“payable as originally drawn” is not effective under the Code because this 
would allow the bank to leave a subsequent good faith purchaser in uncertainty 
as to the amount for which the instrument is certified and would thereby de­
feat the entire purpose of certification, which is to obtain a definite obligation 
of the bank to honor a definite instrument.
Answer 5
a. No. When the principal debtor has induced the surety by fraud to become 
bound on the undertaking, fraud is not a defense against the creditor if the 
creditor extended credit in good faith, relying on the security of the surety’s 
promise. The fact that the principal debtor also defrauded tide creditor does 
not alter the above result. A creditor seeks to avoid such a risk by obtaining 
a surety. Easy Credit will collect from Acme Surety.
b. 1. A guaranty of collection differs from the usual surety undertaking in that
the guarantor promises to perform only if the creditor cannot compel the 
principal debtor to perform, whereas the surety is primarily liable for the 
debt the moment the principal is in default. The guarantor’s liability is con­
ditioned upon the creditor’s first exhausting his remedies against the de­
faulting debtor. This normally involves instituting court action and having 
a judgment returned unsatisfied.
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2. The creditor should with reasonable promptness give the guarantor notice 
of default and resort to appropriate remedies against the debtor to obtain 
payment. For example, any security available should be resorted to and, if 
necessary, court action instituted against the debtor. If the debt is un­
collectible the creditor has the further duty of giving the guarantor reason­
able notice of his inability to enforce performance.
If the creditor fails to comply with the above procedural requirements 
the guarantor is discharged to the extent that the creditor’s failure to comply 
has injured him.
c. No. A basic principle of suretyship is that the surety is not entitled to retain 
any profit, even though earned by him, unless the contract with the debtor so 
provides. Thus, Saxon must account to Palmer Construction for the $15,000 
received in excess of expenditures.
d. 1. Upon default by the debtor, the creditor may immediately proceed against
the surety. The fact that there is a subsurety available does not alter this 
right of Marsh to compel Wilson, the principal surety, to pay in full.
2. Marsh, if he wishes, upon default by the debtor may immediately resort 
to the subsurety for satisfaction of the debt. As in part d .1. above, the fact 
that there is a principal surety in no way changes the creditor’s right to 
proceed against the subsurety if he wishes.
3. A subsurety is in effect a surety for a surety. As such, if he is compelled 
to perform, the subsurety will have a right of reimbursement from the 
principal surety. In this case Fairfax can recover from Wilson the entire 
amount he paid in satisfying Marsh.
e. Where the debtor fraudulently obtains a release from the creditor and the 
creditor promptly rescinds the release upon learning of the fraud, the surety is 
discharged but only to the extent he has been harmed. In this case it is clear 
from the facts that the surety has been harmed to the extent of $800 by the 
release of the securities and he will therefore be discharged to that extent.
Answer 6
a. 1. No. An act of a partner which is apparently not for the carrying on of 
the business of his partnership in the usual way does not bind the partner­
ship unless authorized by the other partners. The act of signing as an 
accommodation indorser was not within the scope of Johnson’s apparent 
authority for two reasons. First, the nature of the act itself is uncommon, 
except for a  partnership in the surety business. Second, the loan was a 
personal loan to enable Johnson to buy an automobile for his wife, which 
alone would put Empire on notice of Johnson’s lack of authority to bind 
the partnership.
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2. Yes. Although the partnership does not have any liability on the note, 
Empire Loan Company is entitled to reach all of Johnson’s assets in order 
to satisfy the loan. This right is subject to the claims of other creditors. 
Johnson’s assets include his interest in the partnership. This interest consists 
of his right to share in profits and his right to share in assets upon dissolu­
tion. To the extent that Johnson has such rights, they are subject to the 
claims of his personal creditors.
3. The bankruptcy of a partner causes a dissolution of the partnership.
b. Donaldson will receive $20,000; Charles, $16,000; Williams, $4,000; and the
Security Bank, $50,000.
This result is based upon the marshaling of assets rule. This rule establishes 
a priority in the distribution of assets between firm creditors and individual 
creditors. According to the rule firm creditors have first claim against firm 
assets and individual creditors have first claim against their respective debtor’s 
personal assets. Any excess will then be used to satisfy the deficiency of the 
other class of creditors. Security Bank is entitled to be satisfied fully 
($50,000) out of the personal assets of Smith. The remaining $30,000 is then 
added to the firm’s assets of $10,000. This $40,000 is distributable as follows: 
50% or $20,000 to Donaldson, 40% or $16,000 to Charles and 10% or 
$4,000 to Williams.
c. The outside creditors will receive $55,000; Monroe, $25,000; Adams, 
$5,000; and Madison will have to contribute $5,000.
The firm’s outside creditors will have first claim on the firm’s assets. They 
will be paid in full ($55,000). Next Monroe is entitled to receive the $10,000 
he loaned the partnership. The third distribution is to partners in respect to 
their capital contributions. However, there are insufficient assets available to 
meet this liability. Instead, there is a $15,000 deficiency in assets compared 
with capital. Because the partnership agreement is silent on the sharing of 
losses they will be shared in the same way profits are shared, i.e., equally. 
Thus, each partner will be debited $5,000. Monroe would receive a net of 
$15,000, his capital contribution ($20,000) less his share of the loss ($5,000). 
Adams is entitled to $5,000, his capital contribution ($10,000) less his share 
of the loss ($5,000). Madison should pay $5,000 to meet the deficiency. If 
Madison were unable to pay his obligation of $5,000, this additional loss would 
be shared equally by Monroe and Adams and they would receive only $12,500 
and $2,500 respectively in settlement of their capital contributions.
Answer 7
a. Martin was an agent for Excellent Storm Window Company, his principal. 
Excellent authorized Martin to solicit orders for storm windows and, in that 
capacity, Martin had apparent authority to bind the Company to fulfill the 
terms indicated on its contract form.
b. Yes. Evans may disclaim liability to Excellent on the basis that he has paid 
Excellent by submitting payment to its agent who had the implied authority to
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receive payment. The authority of an agent to receive a payment due to his 
principal will be implied whenever such authority is a necessary and usual 
incident of the business being transacted. Because Martin was in possession 
of Excellent’s contract forms and came personally to install their windows, 
he would have implied authorization to receive payment for the windows after 
they were installed.
c. No. Excellent clearly specified in writing that storm windows are sold “as is.” 
Under the Uniform Commercial Code this language is sufficient to disclaim any 
warranty that the storm windows are fit for Evans’ particular use. Although 
Martin warranted that the storm windows would be suitable, he made this 
warranty in his personal capacity and not as agent for Excellent. It cannot be 
argued that Martin had either implied or apparent authority to extend the 
warranty on behalf of Excellent because the contract order form specified that 
no warranty was made unless one was requested from the home office and 
received in writing from an authorized agent. Since the limitations on the war­
ranty were clearly specified in the contract order form, Evans should have 
been aware of these provisions. Since Evans did not ask for or receive a proper 
written warranty and all implied warranties were effectively disclaimed and no 
valid express warranties were made by Excellent, Evans has no cause of action.
d. No. Since Excellent has not breached any warranty to Evans, Excellent need 
not agree to accept the return of the windows as credit toward the purchase 
of a new set of windows.
Answer 8
a. If the mortgagor conveys mortgaged property to another, the transferee may 
take the property “subject to” the mortgage, or, he may “assume” the mort­
gage. If the transferee takes “subject to” the mortgage he does not promise to 
be personally liable for the debt for which the mortgagor is liable and for 
which the property stands as security. Therefore, if the debt is not satisfied 
the mortgagee (the person to whom the mortgagor owes the debt) would have 
to foreclose on the property, have it sold, and use the proceeds from the sale 
in order to satisfy the debt owed to him. Since the transferee who takes prop­
erty “subject to” the mortgage makes no promise to satisfy the mortgage 
debt when the property is conveyed to him, he cannot be held personally liable 
for the debt. If the transferee expressly “assumes” the mortgage and the debt 
is not paid, he will be personally liable to the mortgagee just as if he had 
originally executed the mortgage himself and a deficiency judgment may be 
obtained against him.
b. At the time Carlton assumed the mortgage, and thereby expressly agreed to 
be personally liable for the satisfaction of the debt owed to the mortgagee, 
both Carlton and Arnold owed Barton the duty of satisfying the debt. Carlton, 
who purchased the land from Arnold and assumed the mortgage, was primarily 
responsible to pay the debt. Had Carlton defaulted, foreclosure and sale of 
the property would have followed as provided for by state law. If the sales price
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had then been less than the balance of the debt, a deficiency judgment would 
have been created and Barton could have sought collection from either Carlton 
or Arnold. Thus, a suretyship relationship was created in which Barton was 
the creditor, Carlton was the primary debtor and Arnold was the surety who 
still remained liable to Barton for any portion of the mortgage debt which 
remained unpaid.
e. Carlton’s promise to Arnold to assume the mortgage represented a third party 
beneficiary contract in which Barton, the mortgagee, was a third party creditor 
beneficiary of Carlton’s promise. Although Carlton’s promise was not made 
directly to Barton it was for his benefit and it was enforceable by him.
THEORY OF ACCOUNTS 
November 8 ,  1968; 1:30 to 5 :00  p.m.
Answer 1
1. d 11. d
2. c 12. a
3. c 13. b
4. c 14. d
5. b 15. a
6. a 16. c
7. d 17. a
8. a 18. d
9. b 19. b
10. c 20. b
Answer 2
a. Differences to be found in the assets listed on the balance sheet of the cor­
poration and the balance sheet of the partnership would be:
1. Cost of assets—Assets of the partnership were acquired during a period
of rising prices. It would be expected that the original cost of the land 
would be much less than its present fair market value, which would be the 
cost to the corporation. The value of the land (and to a lesser degree, the 
building) would also probably be greatly enhanced by the location in a 
large shopping center in a fashionable suburban area. It would also be 
expected that other depreciable assets, such as fixtures and equipment, 
would have greater value than their depreciated cost on the partnership 
balance sheet, although in a going concern some items might reflect un­
recovered cost in a greater amount than their fair market value, e.g., a new 
delivery truck.
Other assets which the partnership might own would be influenced by 
a variety of factors. Inventory value could be considerably greater than 
cost if the partnership employed LIFO. Any marketable securities owned 
by the partnership might also have a market value in excess of cost.
3 0 7
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2. Goodwill—Only purchased goodwill is generally recognized on a balance 
sheet. It is very likely that the partnership had a going-concern value sub­
stantially in excess of the fair market value of its assets. This goodwill 
could be measured by comparing the profitability of the partnership to the 
profitability of other similar firms in the same trade area and capitalizing 
the profits of the partnership in excess of the profits of other similar firms 
for the period of years that the goodwill should be expected to last. 
Because the corporation is to purchase the fair market value of the part­
ners’ interests, it must pay not only for the fair market value of the assets 
but also for the goodwill of the partnership.
3. Organization cost—The cost of creating the corporation would be an asset 
on its balance sheet. Costs typically incurred include legal costs, the cost 
of obtaining a corporate charter from the state, printing costs for stock 
certificates, and the purchase price for the corporate seal and corporate 
record books.
Organization cost is an intangible asset with the same life as the cor­
poration. When it is determined that an intangible asset’s life is limited, the 
cost of the asset should be written off over the remaining life.
b. Differences that would be expected in a comparison of an income statement 
prepared for the proposed corporation and an income statement prepared for 
the partnership are:
1. Depreciation would be expected to be different over the remaining useful 
lives in relation to the difference between fair market value and original 
cost of depreciable assets. It is possible that depreciation charges for some 
assets would be less for the corporation, but generally these charges would 
be expected to be more and there should be a net increase in the total 
depreciation expense.
2. Although cost of goods sold would normally not be expected to be ma­
terially different for the corporation than for the partnership, a difference 
would arise if the partnership employed LIFO, but even then the dif­
ference would not occur until a portion of the LIFO base is sold.
3. Salaries would be greater for the corporation than for the partnership. 
The allocation of salaries to partners is a method of distributing the net 
income of a partnership and thus partners’ salaries are not usually identi­
fied as salary expense on a partnership income statement. Officers of a 
corporation are paid salaries by the separate legal entity (the corporation) 
even though the officers may also be the owners of the corporation as 
stockholders.
4. Directors’ fees would be incurred by the corporation and are not incurred 
by the partnership.
5. Taxes would be greater for the corporation than for the partnership be­
cause of several kinds of taxes imposed on a corporation that are not 
imposed on a partnership. These would include payroll taxes, federal in­
come tax and state (and perhaps city) income tax and/or franchise tax.
6. Amortization of goodwill and organization cost would appear on the cor­
poration’s income statement when it is determined that the lives of these 
intangible assets are limited.
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7. Net income of a partnership is allocated to the partners’ capital account 
and is thereafter subject to withdrawal unless prohibited by the partnership 
agreement, whereas net income of a corporation becomes part of retained 
earnings and a dividend must be declared for distribution to stockholders.
8. Earnings per share should be listed on a corporation’s income statement 
and dividends per share would also generally be shown; this information 
would not appear on a partnership’s income statement.
9. Although not a difference it should be noted that the allocation of interest 
on partners’ average capital is a method of allocating partnership net in­
come and therefore is usually not shown on the partnership’s income state­
ment. Likewise, dividends on preferred stock and on common stock are 
distributions of corporate earnings and should not be shown as expenses 
on the corporation’s income statement.
Answer 3
1. Cash. Cash in time deposits should be separately reported. If the time deposits 
are not currently available because of withdrawal restrictions, they should be 
classified in the non-current category of investments. To include cash not 
currently available as a current asset overstates assets available for current 
use.
In determining whether the time deposits are available for current use, 
the holder’s practice in exercising the right to demand notice prior to with­
drawal should be considered.
2. Marketable securities. The market value at the statement date should be 
disclosed for marketable securities. If the market value is lower than cost, 
there is justification for writing down the securities to reflect lower of cost 
or market. Market value information assists the users of the financial 
statement in determining the amount of funds available if the marketable 
securities should be sold.
3. Accounts receivable. The amount of assigned accounts receivable should 
be disclosed along with any direct or contingent liability which the Corpora­
tion may have for assigned accounts. The amount of the allowance for un­
collectible accounts should also be disclosed. Such information is useful in 
determining possible additional obligations arising from assigned accounts 
and in judging the adequacy of the allowance for uncollectible accounts.
4. Inventories. The basis of determining the cost of the inventories should be 
reported (LIFO, FIFO, etc.). Information about the cost basis employed 
is useful in determining the significance of the inventory in comparisons with 
other companies.
5. Accrued interest on notes. The discount recognized on non-interest bearing 
notes receivable should not be commingled with accrued interest on notes 
payable. Discount on notes receivable is not an obligation requiring current 
assets for liquidation.
It is preferable to deduct the discount recognized from the face value of 
the notes receivable so that notes receivable would be included in current 
assets at their present value and the value of the notes receivable prior to 
their maturity would not be overstated.
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6. Receivable from long-term lease. The current portion due from the long­
term lease should be reported near receivables among the current assets. 
Additional disclosure should be provided for the terms of the lease and the 
nature of the leased property. The treatment accorded the residual value of 
the leased property should also be disclosed. Only through full disclosure of 
the terms and conditions of the lease can its impact upon the Corporation’s 
financial condition be properly evaluated.
7. Property, plant and equipment. The cost of property, plant and equipment 
should be reported for each category of fixed assets, i.e., land, building and 
equipment. The amount and method of depreciation should also be disclosed 
for each category of depreciable fixed assets. Such information is useful in 
judging the age of the fixed assets and in making comparisons with the 
financial statements of other companies.
8. Deferred income tax charges on advance advertising and subscription revenue. 
Deferred income tax charges on advance advertising and subscriptions should 
be offset against deferred income tax credits related to accumulated depre­
ciation after the two deferred tax amounts have been separated into their 
current and non-current portions. It is recommended deferred income taxes 
be classified as a net current amount and a net non-current amount.
9. Unearned advertising contracts and subscriptions received in advance. For a 
publishing concern advance collections on advertising contracts and subscrip­
tions usually represent obligations for items which have entered into the 
Corporation’s operating cycle. In view of this the two accounts, Unearned 
Advertising Contracts and Subscriptions Received in Advance, should be re­
classified as current liabilities.
10. Six per cent debentures. The payment due on the 6% debentures on 
July 1, 1968 should be reclassified as a current liability because it will 
require current assets for its settlement.
11. Preferred stock. Preferred stock information should be disclosed indicating 
the number of shares authorized and outstanding, par value, if any, the divi­
dend rate and privileges, and liquidation participation. Such information is 
essential in determining the significance of preferred stock ownership and the 
priority of claims of preferred stock over common stock.
12. Common stock. The par value, if any, and number of authorized, issued and 
outstanding shares of common stock should be disclosed. This information 
is useful to the present and potential stockholders in evaluating the signifi­
cance of stock ownership.
Answer 4
a. 1. Responsibility accounting is a method of revenue and/or expense analysis 
based upon organizational structure. Each element is assigned to the con­
trol center where responsibility for its incurrence or modification originates. 
Because classification is based on the degree of control that is exercised 
at the control center, responsibility accounting provides the data necessary 
to measure the effectiveness of each level of management.
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2. The objective of analysis by sales territories is both to evaluate the effec­
tiveness of the local sales managers and to determine the relative profita­
bility of each territory.
b. 1. Avey Company’s analyses of all elements of revenue and expense and com­
paring these with prior periods are of limited value. In finding a unit cost 
for the aggregate of a functional category, Avey ignores the fact that the 
components of the total may be subject to different cost behavior patterns. 
Variable expenses react to changes in volume, such as the number of sales 
calls, billings, orders, etc., and must be segregated from fixed costs for 
meaningful planning purposes. Direct expenses that derive from a given 
activity, product, territory, or class of customer should be distinguished 
from indirect expenses that are not so traceable.
Another feature of Avey Company’s income statements by sales terri­
tories that is of limited value is the comparison of current and prior period 
costs. A more effective approach might be comparison with a flexible 
budget or with standard costs for each category with consideration given 
to the distinction between fixed costs and those that vary with the volume 
of a given activity.
Any attempt to allocate joint costs among the sales territories must be 
based upon arbitrary criteria and does not contribute to planning or con­
trol. A more useful format would be to show the profit contribution that 
each territory makes to the joint costs of the firm as a whole. Quantitative 
data other than financial data might also be reported for each territory.
2. Even the most adequate system of accounting for distribution costs will not 
afford the same degree of control that can be achieved over production 
costs. Production costs are, for the most part, a function of internal factors 
which are more controllable by management than the many indeterminate 
external factors that affect distribution costs. The state of the economy, 
competing firms and products, and changing consumer tastes and spending 
patterns are only a few of the external forces that make distribution costs 
difficult to measure and predict.
3. Other selling expenses. Assignment of costs on the basis of relative sales 
dollars is poor practice in that it has a circular and negative effect. Im­
provement in sales in any territory will only result in a higher apportion­
ment of costs to that territory. The result is of no benefit in evaluating the 
profitability of the territory or the ability of its manager. This classification 
should be analyzed further to determine the origin and nature of its 
components.
Warehousing. As discussed above allocation by relative sales dollars 
is not useful. Unless there is some direct relationship between the space 
requirements or handling time and the sales price of the various products, 
floor space or quantity handled is preferable to sales dollars. In general 
only the assignment of variable warehousing costs is relevant to measuring 
the operating efficiency of a territory. Within the capacity of present facil­
ities the addition or discontinuance of any sales territory would not 
change the fixed costs of maintaining the warehouse. Little if any of these 
costs would be within the control of the local sales manager and he should 
not be charged with such responsibility.
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General administration. This is really a joint cost which is not under 
the control of any of the sales managers, nor is it an element in the profita­
bility of any one territory. Its allocation on any basis is arbitrary and not 
useful for evaluation of managerial effectiveness. Allocation may be justi­
fied, however, as a noncontrollable cost to forestall the impression that 
sales territories are more profitable than is true. Also, if local managers 
have autonomy in pricing decisions, allocation may be desirable to in­
form them of the centrally incurred costs that their territories’ sales must 
help recover and to make local management more aware of long-run 
responsibilities. If allocated, noncontrollable costs should be deducted 
from a territory’s contribution to overhead and profit.
Answer 5
a. The primary factors which should be considered by the board of directors in 
selecting the best method of long-term financing are control, cost and risk.
Control is the distinguishing feature in the choice between common stocks 
and other types of securities, i.e., preferred stocks, which often do not carry 
the right to vote, and bonds and notes. Thus issuing additional common stock 
dilutes the equity of the present common stockholders who exercise voting 
control.
A prime consideration in evaluating cost is the fact that interest costs are 
deductible in computing income taxes and dividends are not.
Debt financing, i.e., issuance of short-term notes or long-term bonds, en­
tails greater risk than the issuance of stock. Debt obligations involve uncon­
ditional commitments for the periodic payment of interest and the retirement 
of the obligations at a specified date. Long-term bonds, however, entail less 
risk than short-term notes for the long-term financing of plant expansion. When 
used for long-term financing, short-term notes must be renewed periodically 
and renewals are subject to the uncertainty of future interest rates and the 
availability of funds.
b. 1. The effect of trading on equity on earnings per share of common stock
varies with the earnings obtained. Whenever the return on assets exceeds 
the cost of the borrowed funds, trading on equity is favorable and the 
earnings per share of common stock are increased. If the return on assets 
is less than the cost of borrowed funds, trading on equity reduces earnings 
per share of common stock. In both cases trading on equity increases earn­
ings per share of common stock before the deduction of interest expense.
2. An increase in income tax rates makes the use of trading on equity more 
attractive because the cost of borrowed funds (interest) is deductible in 
computing income taxes and part of the cost (interest) is offset by the 
resulting reduction in income taxes. A decrease in income tax rates has 
the opposite effect.
3. Trading on equity is most likely to be favorable when sales are stable, 
the firm has a large investment in fixed assets in relation to its total assets, 
and the industry is well established. A firm should not trade on equity if 
the cost of borrowing exceeds the anticipated return from using the new 
funds.
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c. 1. The principal argument for classifying subordinated income bonds and 
cumulative, non-participating, non-voting, callable preferred stock the 
same on the balance sheet is that both possess similar characteristics. In­
come bonds are secured only by the general credit of the company and 
interest is paid only when and if earnings are sufficient to cover the pay­
ment. While interest payments are usually cumulative, a failure to pay 
interest does not give bondholders the right to interfere in corporate af­
fairs. On the other hand, preferred stock which has no voting rights, 
carries a specified cumulative dividend, and is callable represents only a 
form of equity in the corporation closely akin to that of income bond­
holders. The degree of risk borne by income bondholders and these pre­
ferred stockholders would be almost indistinguishable.
2. The argument for distinguishing income bonds from this type of preferred 
stock for purposes of balance sheet classification is that the bonds have a 
maturity date. This characteristic enables the accountant to measure ob­
jectively the present value of the debt at the time it is incurred. The value 
of the ownership interest represented by preferred stock cannot be 
independently determined. Because it is a residual, ownership equity can be 
measured only by estimating the future earning potential of the enterprise. 
Moreover, the right of ultimate repayment also implies the satisfaction of 
the income bondholders’ claim through the application of assets before 
any consideration is given to the preferred stockholders. This priority of 
claims should be formally recognized in the balance sheet.
Answer 6
a. 1. An asset is a future benefit owned at a particular point in time and
measured in terms of money. As the term is used within generally accepted 
accounting principles, an asset may be tangible property, such as land or 
inventory, or something intangible with value, such as a patent or a lease. 
Some intangible assets, such as superior managerial ability, are not recog­
nized within generally accepted accounting principles unless they are 
recognized as a part of purchased goodwill.
2. Recognizing the benefit from a tax loss carryforward as an asset is proper 
if realization of the tax benefit of the loss is assured beyond any reasonable 
doubt at the time the loss carryforward arises. To be recognized as an asset 
the tax loss carryforward must be of some future benefit and the future 
benefit is dependent upon the realization of future earnings against which 
the loss can be offset.
b. 1. The concept of conservatism should prevail in deciding whether or not a
tax loss carryforward should be a determinant of net loss in the loss period 
unless realization of future earnings against which the loss can be offset is 
assured beyond any reasonable doubt at the time the loss arises.
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2. The going concern concept should prevail in deciding whether or not a tax 
loss carryforward should be a determinant of net loss in the loss period
(a) when the loss results from an identifiable, isolated and nonrecurring 
cause and the company either has been continuously profitable over a long 
period or has suffered only occasional losses which were more than offset 
by taxable income in subsequent years and (b) when future taxable in­
come is virtually certain to be large enough during the carryforward period 
to result in full recovery of the carryforward benefit to be recognized.
c. 1. Loss period:
(a) Treatment. Adjustments should be made to existing deferred tax 
credit accounts when a tax loss carryforward arises but does not enter 
into the determination of the period’s net loss by eliminating deferred tax 
credit amounts to the extent of the lesser of (1) the tax effect of the 
carryforward or (2) the amortization of deferred tax credits to the extent 
that they would have otherwise been amortized during the carryforward 
period.
(b) Reasoning. Existing deferred tax credits were created by prior 
transactions unrelated to the loss (e.g., research and development costs 
deducted on the tax return and amortized on the financial statements). 
Taxes that would have been paid in relation to these transactions during 
the carryforward years will be offset by the benefit of the loss carryforward 
and will not be payable. Because the benefit of the loss carryforward 
is not recognized as an asset, the deferred liabilities which will not be 
paid because of the existence of the unrecognized benefit must be reduced 
to prevent “double penalty” on the balance sheet.
(c) Effect. Tax loss carryforward benefit is fully or partially (to the 
extent of existing credits) recognized as reduction of future tax liability 
and reduction of tax “expense” in the loss year. Thus, although an asset 
is not recognized, a liability is reduced and the loss recognized for the 
year is reduced by the reduction in the deferred credit accounts.
2. Subsequent accounting period in which a benefit from the loss carry­
forward is realized:
(a) Treatment. The amounts previously eliminated from the deferred 
tax credit accounts should be reinstated at the then current tax rates on a 
cumulative basis to the extent that the tax effects recur during the subse­
quent carryforward period and to the extent that the benefit from the tax 
loss carryforward is recognized.
(b) Reasoning. The effect of transactions giving rise to deferred credits 
(which were fully or partially written off because of the loss) will continue. 
Thus, actual taxes payable because of these transactions will be more than 
the accrued tax expense related to the transactions. No taxes will be paid, 
however, because they will be offset by the use of the tax loss carryforward, 
which must be recognized for accounting purposes in the year of realization. 
Because the benefit of the tax loss carryforward was recognized fully or 
partially (to the extent of existing credits) in the year of loss, however, 
the credits must be reinstated in the subsequent year of realization to offset 
the recognition of the benefit of the tax loss realized.
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(c) Effect. Tax expense is increased for transactions originally giving 
rise to deferred credits by an amount to offset benefit of the tax loss 
carryforward recognized in the year of realization. Thus, the effect on the 
financial statements of recognition of the loss in the year of realization is 
zero because the benefit from recognizing the tax loss carryforward offsets 
the taxes accrued and the credit to income from the recognition offsets the 
additional tax expense. This is true until the tax loss carryforward is fully 
recognized before it expires or the deferred credit accounts which were 
written off have been accrued again.
Answer 7
a. The valuation of assets which are acquired by a corporation in exchange for 
its own common stock is sometimes difficult because of the following:
1. Absence of a readily determinable fair market price for the assets acquired 
because they are not traded actively.
2. Absence of a readily determinable fair market price for the securities given 
in exchange, either because they are not traded actively or because the 
proportion of the number of shares in this single issue to all shares being 
traded is large enough to affect the market price substantially.
3. Absence of arm’s length or independent bargaining leading to the exchange.
4. Widely varying estimates of the value of the asset acquired because of its 
nature (e.g., unexplored or unproved mineral deposits, manufacturing 
rights and patents).
5. Common presumption that when capital stock has a par or stated value 
it imputes a value to the assets for which it is exchanged.
b. 1. The directors of Custer Corporation appraised the leases at $600,000 and 
the transaction involving the stock issuance to Messrs. Moses and Price 
supports that appraisal. In the exchange transaction a price of $6 per share 
was imputed to the Custer Corporation common stock when 75,000 shares 
were given to Messrs. Moses and Price ($6 X 75,000 =  $450,000) in 
exchange for assets worth $200,000 and options which based on the ap­
praisal of the directors were worth $250,000. This transaction was followed 
by a public sale of 180,000 shares of Custer Corporation common stock at 
$6 per share, the same price which was imputed to the stock earlier when 
Messrs. Moses and Price obtained 75,000 shares in connection with the 
exchange. The fact that the public was willing to purchase and did pur­
chase substantial shares at the same price would indicate that the appraisal 
value of leases recorded on the books is a reasonable one. Furthermore, 
the law allows boards of directors broad discretion in establishing values 
provided there is no fraud.
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2. Custer Corporation might have taken additional steps to demonstrate the 
reasonableness of the $600,000 appraisal of leases so that more information 
would be available if questions are raised about their possible overvalua­
tion. Because the appraisal was based solely upon the lease price of certain 
other acreage in the area, it would have been wise to obtain supplementary 
appraisals by independent competent technicians to support the value. This 
is particularly true because the board was not independent, having been 
elected by Messrs. Moses and Price, who were the sole stockholders and 
also the parties who were offering the options to Custer Corporation. In 
addition, Custer Corporation could have compiled data to substantiate 
beyond doubt the reasons why an acceptable bargain purchase did exist 
here in permitting the purchase with options for only $350,000 of leases 
worth the substantially higher amount of $600,000.
c. Based on available information Custer Corporation should charge one-tenth 
of the value of the leases against income at December 31, 1968 in accordance 
with generally accepted accounting principles. However, this should not be 
done if (1) the total lease acreage can be regarded as a unitary whole, or (2) 
the investment was made with anticipation that some portion of the total 
acreage obtained would prove worthless.
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Branches
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Breakeven point
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Capital expenditures
Cutoff rate, calculate minimum return 120 
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Proof of cash, prepare 227
Cash basis
Statement of cash receipts and dis­
bursements and Income statement, 
difference 265
Worksheet for accrual basis 2, 286 
Cash flow
Computation after income taxes 18
Present value of net 119
Schedule calculating 119
Cash forecast, prepare 269
Cash surrender value
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Certificates of deposit 142
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Checks
Altered, bank’s liability 302
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Clients
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Combinations
Purchase or pooling of interest 98
Completed-contract method
See Contracts 
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See Products 
Computers
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Conflict of interest 187, 295
Conglomerates, define 263
Conrad sales company 272
Consolidated financial statements
See Balance sheet
Financial statements
Contingencies
Disclosure in financial statements 147
Contractors
Income tax liability, compute 59
Contracts
Amounts to be received, schedule 
computing 270
Anticipatory breach of 33
Arbitration clause, incorporation by
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Breach of 87, 142
Completed-contract method 58
Completed-contract method, balance
sheet presentation 271
Consideration doctrine 33, 200
Damages 33
Effectiveness of clauses not read 142
Employment, restrictive 257
Incentive fee, compute 270
Intentional interference 201
Law 33, 198, 301
Long-term, recognition of revenue 147 
Long-term, treated as loan receiv­
able 262
Long-term construction 265
Mutuality of obligation 142
Parol evidence rule 33
Percentage-of-completion method,
schedule 58
Specific performance v. doctrine 198
Specific performance in enforceable
agreement, suit for 201
Statute of frauds 33, 201, 198
Third party beneficiary 34
Corporations
De facto status of 198
Derivative suit 33
Directors, See Directors
Dissolution 33
Doing business as an unqualified cor­
poration 144
Law 33, 199, 301
Liquidating value per share, com­
pute 13
Minutes, discrepancies and omissions
in, effect on opinion 242
Minutes, omission of inspection,
effect on opinion 72
Officers 33
Taxable income, compute 1, 49, 171 
Taxation 101
Cost accounting theory 307
Cost analysis
Contribution of product 51
Schedule to compute bid 6
Cost of capital, compute 120
Cost of goods manufactured, schedule
computing 115
Cost-volume-profit, curvilinear 259
Credit transactions
Balance due, treatment 45
Cost of equipment 45
Cumulative voting 33, 199
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Current cost
Determination, for various types of
assets 216
Cycle billing
Audit procedures 29
Daltonville, City of 19
Data processing
See Electronic data processing 
Depletion
Methods of recording 259
Depreciation
Computation 49
Fixed assets of municipal govern­
ments 40
Property, plant and equipment, ad­
justing journal entries 81
Property, plant and equipment, in­
crements in value 147
Straight-line method, not appropriate 40 
Directors 30
Powers 199
Standard of care 144
Disclosure
See also Financial statements; Opin­
ions; Post-balance-sheet-date re­
view; Reports
Matters not requiring 130
Discounted cash flow 259
Distribution costs
Allocation of, criticize 311
Control 311
Diversified companies
Net profit by industry segments, 
measurement 264
Dividends
See also Stock
Cash 199
Cash, realization of income by stock­
holder 205
From pre-acquisition earnings of 
subsidiary, treatment 147
Stock, distinguish from stock split-up 147
Stock, income to recipient, cases
for and against 150
Stock, issued on treasury shares 151
Stock, transfer from retained earn­
ings to contributed capital 147
Donated plant site, treatment 40
Earnings per share
See also Stock—Common
Computation of, five-year summary 179
Easements 143
Eastern company 51
Eastern manufacturing corporation 24
Ecalpon, Town of 126
Electronic data processing
Auditing “around” and “through” the 
computer 30
Components, accuracy checks 138
Grandfather-father-son principle, de­
fine 138
Parity bit, definition, use of 138
Program checks and controls, vari­
ous, define 138
Program development costs, classifi­
cation and amortization methods 90 
Terminology 241, 291
Ellford corporation 173
Endo corporation 144
Engler corporation 66
Entity theory 152, 205
Equipment
See Machinery and equipment 
Equivalent production
Compute 40
Inventories, compute 231
Per unit costs, compute 181
Yield ratio, compute 181
Estates
Cy pres doctrine 87
Law 34
Powers of beneficiary of trust to ac­
cumulate income, dispose of prin­
cipal, determination 87
Rule against perpetuities 87
Taxation 160
Ethics
See Professional conduct 
Expenses, prepaid
See Prepaid expenses
Extraordinary items 264
Factory production ledger balances, 
compute 17
Field warehouses
Internal control 187
Field work
See Auditing standards 
Fifo method
See Inventories 
Financial statements
Consolidated 205
Consolidated, limitations 97
Consolidated, not appropriate 40
Consolidated, prepare worksheet 175
Consolidated, source and application
of funds, prepare 7
Consolidated, use of other CPA’s
unqualified report of subsidiary 72 
Criteria for determining whether to
consolidate 261
Defects in presentation, disclosure
and classification 89
Disclosure of contingencies 147
Disclosure of company president’s va­
cation listed as travel expense 186 
Disclosure of post-balance-sheet-date
items 25
319
Disclosure of sale and repurchase of 
stock 24
Footnotes, prepare 130
Funds See Source and application of 
funds
“Prepared without audit” 78
“Prepared without audit,” client re­
quest after audit completed 72
Schedule of changes in consolidated 
working capital 7
Worksheet to adjust accounts 249
Finished goods inventory
See Inventories 
Fire losses
Insurable interest, amount of recovery 86
Inventory, audit procedures 134
Inventory, compute 9
Pro rata insurance claims, compute 10 
First audits
Change from cash to accrual meth­
od, effect on opinion 72
Floating lien
“Attach” and become “Perfected” 204
Validity 204
Foreign branches
Net current assets increases resulting 
from foreign exchange fluctuation, 
treatment of 40
Foreign exchange
Conversion of trial balance from 
pesos, worksheet 223
Items not convertible to domestic 
currency at current rate of ex­
change 147
Fraud
Accountants’ liability in not discov­
ering 87
Audit procedures 72
Fund theory 152
Funds
Hospital, worksheet to present ad­
justments 277
Municipal See Municipalities 
Fungible goods
Define 255
Commingling of 255
Distribution to owners by ware­
houseman 255
General department store, inc. 29
Gifts
Inter vivos, legal requirements to 
establish 257
Gocon corporation 270
Goodwill
Book and market values 40
Define 40
Elimination from balance sheet 40
Increase in stated value 40
Valuation techniques 40
Guaranty of collection 
Steps to collect from guarantor 302
Hamlet, Township of 169
Historical costs
Verifiability and freedom from bias 216 
Holder in due course 84, 142, 302
“Holding gain”
See Inventories
Hoosier company 227
Importers and wholesalers, inc. 79
Income
Capital transactions, distinguish from 208
Economic concept v. accounting 
concept 261
Net, exclusion of prior period ad­
justments and capital transactions 207
Net, inclusion of gain or loss in de­
termination 264
Net, extraordinary items shown sep­
arately 207
Realization convention, significance 
to periodic income determination 261
Income and retained earnings state­
ment, identify weaknesses in clas­
sification, etc. 211
Income from services account
Audit procedures 128
Income statements
Comparative, by sales territories, ef­
fectiveness 311
Projected, prepare 269
Income tax
Advertising expense 1
Bad debts deduction 1
Casualty loss deduction 101
Commissions deducted as salaries
and wages 1
Contributions deduction 1, 101
Contributions in excess 1
Corporation’s, computation of carry­
forward items 172
Corporations, computation of tax­
able income 1, 49, 171
Dividend received deduction 1, 101 
Dividend income 49
Estimated tax declaration 1
Expenses deduction 101
Foreign tax credit 1
Gain or loss 101
Individual 160
Individual, capital gains schedule 15 
Individual, depreciation schedule 15 
Individual liability, compute 14, 112, 230 
Interest expense deduction 1, 49
Interest income 1
Investment credit 1, 49, 101
Life insurance premium deduction 101 
Losses, theft and casualty, deduction 5 
Organization expenses deduction 1, 101
320
Partnerships 60
Partnerships, schedule computing or­
dinary income 279
Partnerships, schedule of distribut­
able share of items 281
Percentage depletion 1
Rental income 101
Repairs deduction 1
Stock repurchase 101
Surtax exemptions 101
Taxes paid deduction 1
Trusts, computation of taxation in­
come 220
Income tax returns
See Tax returns 
Incremental cost
Define 94
Self-constructed equipment cost stated
at 173
Independence
Effect of management services en­
gagement on opinion 132
Financial interest in company au­
dited 78
Retired CPA partner as member of 
board of directors of client firm 133
Indorsement, restrictive 142
Installment method 259
Gross profit percentage 101
Loss from defaulted contracts ac­
count, adjustment 101
Realized gross profit, schedule 101
Statement of income 101
Unrealized gross profit, schedule 101
Installment sales
Propriety of applying liability con­
cept to deferred taxes on 150
Installments receivable
Unearned discount, finance charges 
and interest, treatment 147
Insurable interest
Equal shareholders’ 86
Insurance
Business interruption, schedule com­
puting coverage and coinsurance 
rate 228
Business interruption, schedule com­
puting expenses to be discontinued 229
Business interruption, schedule com­
puting gross earnings 228
Coinsurance, define and explain ef­
fect of 203
Coinsurance clause, purpose and lim­
itation of recovery 86
Distribution, prepare worksheet 190
Fire, accountant’s recommendations
for inventory fluctuation 229
Fire, compute recoveries for com­
plete and partial losses 203
Law 86, 254
Life, cash surrender value:
define; classification in financial 
statements; treatment of proceeds 99
Recovery precluded by negligence, 
insurer’s defense 86
Intangible assets
See Assets—Intangible
Internal control
Accounting and administrative con­
trols, define 26
Cash receipts, prevention of embez­
zlement 292
Cash receipts prelisting, benefits 291
Checks and petty cash 79
Computer flowchart, name and de­
scribe symbols 193
Internal control letter 245
On-line real-time computer system 242
Operating and financial custodianship
and controllership, separation of 
duties 26
Inventories
Audit program for diamonds, prepare 185 
Base stock method 267
Dollar value Lifo method, schedule
computing year-end 283
Economic order quantity, compute 163 
Fifo v. Lifo 266
Finished goods, compute 111
Finished goods, define 95
Finished goods, extra components as,
and valuation 95
Holding gain, calculate 154
Inclusion in financial statements, rea­
son for 266
Lifo v. dollar-value Lifo 267
Lifo retail method, schedule 282
Lower-of-cost-or-market rule 147
Obsolete parts 296
Perpetual, prepare worksheet to re­
concile balances for physical in­
ventory 29
Physical, lack of observance, effect 
on opinion 72
Physical, observation of, and proce­
dures for merchandise in transit 184
Physical, other procedures 295
Present market resale v. current re­
placement cost 154
Retail method 40
Retail method, schedule computing
cost 282
Stock reorder point, compute 164
Stockout, cost of, compute 164
Valuation, use of current replace­
ment costs 153
Work-in-process, computation 111
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Inventory budgets
Schedules computing 268
Investment account
Adjustments, prepare worksheet 54
Examination objectives 24
Sale of stock, prepare journal entry
and schedule computing balance 233
Worksheet to adjust all transactions
in marketable securities in mis­
cellaneous assets account 298
Investment credit
Method of accounting, effect on report 72 
Job order cost systems
Factory production ledger balances, 
compute 17
Service department costs distribution, 
compute 17
Work-in-process costs, compute 16
Joint costs
Allocation on basis of physical 
measures and relative-sales-value 155
Distinguish from after-split-off, fixed, 
prime and indirect costs 155
Method of accounting 259
Reduction of relative sales value by
after-split-off costs 156
Jones, McDill, Gilrey, Carter and
Adams 162
King wholesale corporation 9
Kivitz mfg. inc. 124
Landholdings
Audit procedures 27
Leases
See also Oil leases
Classification of investment, and dis­
closure, under operating method 158 
Conditions requiring lessee’s financial
statement recognition and account­
ing for 205
Essential elements 144
Gross contracts receivable, compute 52
Lessee’s liabilities, schedule 161
Lessor’s method of assigning rev­
enues and expenses 157
Lessor’s use of financing and oper­
ating methods 157
Noncancelable, not installment pur­
chases, recording of 47
Noncancelable, regarded as purchase 40 
Parent-subsidiary relationship be­
tween lessee and lessor 206
Present value of contracts receivable 53 
Property rights, explain 206
Unearned income 53
Liabilities
Current 40
Unsecured, computation of estimated
settlement per dollar 125
Licenses
Essential elements 144
Termination 144
Lifo method 
See Inventories
Liquidor corporation 13
Liquidations
Corporate, value per share computa­
tion 13
Long-form reports
See Reports—Long-form 298
Longwood, inc.
Lopez department store 282
Losses
Types excluded from determination 
of net income 147
Lower-of-cost-or-market rule 
See Inventories
Machinery and equipment 
Depreciation See Depreciation 
Self-constructed equipment cost
stated at full cost, and incremental 
cost, schedules 173
Make or buy
Annual net cash outflow, compute 289 
Comparison of total costs 289
Working capital requirements 289
Marginal contribution
Daily, prepare schedule 275
Marketable securities 
Foreign country import certificates,
treatment 43
Valuation 43
Matching concept 40
Matrix algebra 205, 238
Mayfair school district 238
Melhus corporation 211
Metro construction company 58
Minutes
See Corporations—Minutes 
Stockholders’ meetings
Modern products corporation 268
Mortgage servicing agency
Audit program 241
Mortgages
“Assuming” a mortgage v. taking 
property “subject to” a mortgage 305
Third party beneficiary contract 304 
Municipalities
See also School districts
Balance sheet for funds, worksheet 69
Funds, formal adjusting journal en­
tries, prepare 20
General bonded debt and interest
fund, prepare formal adjusting 
journal entries 127
General fixed assets funds, prepare 
formal adjusting journal entries 127
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General fund, formal adjusting and 
closing journal entries 19, 126
General fund, prepare worksheet 168 
Negligence
See Accountants’ liability 
Negotiable instruments
See also under specific type 
Holder of 84, 142
Holder in due course 38
Requisites 38
New Arnheim, City of 69
Notes payable to officers
Audit procedures 78
Notes receivable
Audit procedures 22
Offers
Revocation 84
Offset, of assets against tax liability 259
Oil leases
Valuation, and possible over-valuation 315
Write off methods 315
Opinion
See also Reports
Adverse 184
Dating 72
Disclaimer of 184, 186
Effect of disclosure of sale and re­
purchase of securities 24
Effect of pending law suit 248
Qualified 184
Unqualified 184
Unqualified, without observation of 
physical inventory 296
Orders
Financial considerations for accept­
ance or rejection 96
Overhead
Allocation 40
Overapplied, definition, major causes 
and treatment in financial state­
ments 96
Padre company 175
Parol evidence rule 198
Partnerships
Accounting records 141
Adjustment of accounts from cash to
accrual, worksheet 115
Admission of new partner 141
Admission of new partner, goodwill
computed and allocated 118
Cash balance available for distribu­
tion, compute 11
Cash distribution, schedule 13
Compensation and profit, in absence
of agreement 36
Death of partner 141
Dissolution 141
Dissolution and winding up, distin­
guish between 36
Dissolution, distribution to creditors 
and partners 304
Existence of 141
Financial statements, comparison 
with corporation’s 307
Goodwill 205
Incorporation 141
Insolvent, distribution to creditors 304
Law 253
Liability for acts of partner unre­
lated to carrying on the business 303
Liability for obligations arising be­
fore admission 37
Liquidation, sharing losses 141
Payments to estate of deceased part­
ners, schedule computing 162
Rule of marshalling of assets 36
Taxation 60
Termination 36
Uniform partnership act 36, 141
Patent rights
Cost of purchasing, treatment 205
“Payback method” 40
Payroll system
Audit program for internal control 246 
Pensions
Costs, accounting for 259
Costs related to past services 40, 147, 259 
Percentage-of-completion method
See Contracts
“Perfected” security interest, define 37
Personal holding companies 101
Physical inventories
See Inventories 
Plant expansion
Finance methods 312
Pooling of interests
See Combinations
Post-balance-sheet-date review 25
Disclosure in auditor’s report 25, 72
Duration 72
“Preemptive rights” doctrine 199
Prepaid expenses
Schedule computing 160
Present value 205
Price-level changes
Adjusting income statement 236
Adjustments to base year 165
Principal and agent
Authority of agent in contracts with 
third persons 83
Breach of loyalty 83
Delegation of authority to subagent 83
Liability for contracts with third 
parties 83
Payment to agent 314
Power coupled with interest 83
Third party suit against agent, de­
fense available 201
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Third party suit against principal, 
legal theory supporting 201
Unauthorized contract with third 
party 83
Undisclosed principal and third per­
sons, rights and liabilities 83
Probability analysis
Probabilities and combination, sched­
ule 276
Probable marginal income, schedule 276 
Reliability of financial and meteoro­
logical data 276
To estimate unexpired research and
development costs 217
Product mix
Change in, effect on gross margin 156
Products
Extra components, classification as 
finished goods inventory and valu­
ation 95
Professional conduct
See also Conflict of interest 
Independence
Acceptance of commission, with cli­
ent’s approval 133
Client’s request for statements “pre­
pared with audit” 72
Client’s request to present realty at 
expected sales price, CPA’s re­
sponse 186
Client’s request to render unaudited 
financial statements prior to final 
report 297
Client’s suggestions re conduct of 
audit 294
Common stock in payment of fee 186 
Independence, CPA’s attendance at
meetings 248
Independence, rejection of engage­
ment 296
Partnership with non-CPA specialist 133 
Referred engagements, extension of
initial engagement 133
Retired CPA partner as member of 
client’s board of directors 133
Profit sharing
Allocation to participate, schedule 67
Corporation’s contribution, compute 67
Forfeitures and investment income,
schedule allocating 67
Profit-volume analysis 220
Property, personal
Classification under Uniform com­
mercial code 141
Proprietary theory 152
Punched cards
Audit procedures 76
Purchase
Expenditures includable in cost of
property, plant and equipment ac­
quired 260
“Purchase money” security interest, de­
fine 37
Purchase order draft system
Instruction to bank for new 139
Internal control measures 139
Quantity of production report, prepare 230 
Quasi-reorganizations
Balance sheet, pro forma 123
Characteristics of, and conditions
which justify 158
Journal entries, pro forma 121
Ratios
Acid test (quick) 64
Book value per common share 64
Common stock price-earnings 64
Current 64
Earnings per common share 64
Gross capital expenditures 64
Gross margin rate 64
Inventory turnover rate 64
Times interest earned 64
Real property
Law 34
Rentals
See Leases 
Replacement cost
Currently v. Fifo or Lifo 153
Reports
Client’s report requirements, audi­
tor’s duty to learn early 189
Covering balance sheet only 28
Forecasts, issues involved 297
Inventory fire loss audit, topics re­
ferred to in report 135
Long-form, additional audit steps 192
Long-form, unexamined management
schedule, auditor’s explanation 192
Omission of income statement by 
client 28
Short-form, client’s footnote on de­
preciation change 72
Short-form, client’s request for non­
disclosure of investment in uncon­
solidated subsidiary 130
Short-form, disclosure of post-bal­
ance-sheet-date event not disclosed 
in financial statements 72
Short-form, lack of observance of in­
ventory 72
Short-form, method of inventory 
valuation, effect on opinion 72
Short-form, reliance on regulatory 
accountant’s workpapers 78
Research and experimental costs
Amortization period 101
Treatment 259
324
Reserves
For indefinite possible losses on in­
ventory, purpose 147
Residual equity theory 152
Responsibility accounting, explain 310
Restraint of trade
Tying arrangements, legal problems 
and actions against 257
Retail method 
See Inventories
Return on investment in inventory 40 
Revenue expenditures 205
Revenue realization 
See Income—Realization convention
Revenue recognition
Considerations in selecting appropri­
ate method 214
Methods of 92
Timing of, during production and 
when cash in received 92
Risk of loss 84
“Sale or return” transactions 84
Sales “on approval” 198
Salesmen’s compensation plan 44
Sampling
Unrestricted random 241
Unrestricted random with replace­
ment 291
School districts
Bonded debt and interest group, ad­
justing journal entries 239
General fixed asset group, adjusting 
journal entries 239
General fund journal entries, prepare 238
Working capital fund, adjusting jour­
nal entries 239
Securities
Confirmation from custodian 24
Sale and repurchase, disclosure 24
Securities, marketable
See Marketable securities 
Security interest, define 37
Security interest in goods, creditor’s 144
Service department costs, distribution,
compute 17
Short-form reports
See Reports—Short-form 
Smitters corp. 54
Source and application of funds state­
ments
Concept of funds 147
Prepare 108
Stack corporation 136
Standard costs
Materials variances, analysis 285
Production costs, schedule 283
Unit costs for order-filling, compute 67
Variances and purchase discounts 
lost, schedule allocating 111
Variances from, compute and ana­
lyze 66, 232
Variances from, schedule computing 284 
Statement of affairs, prepare 124
Statement of changes in working capi­
tal, prepare 108
Statement of financial position
Presentation, disclosure and classifi­
cation, weaknesses 309
Statistical sampling
Advantages 131
Confidence level and precision range 131
Errors in sample 131
Sample size and selection for sales 
invoices 131
Statute of frauds
Sales article requirements 84
Stock
Common, cash dividends paid to 
holders, compute 179
Common, dividends per share, com­
pute 179
Common, earnings per share 259
Common, earnings per share, com­
pute 179
Common, earnings per share, effect 
of trading on equity 312
Common, net income, compute 179
Common, outstanding, as average of 
current equivalent shares 179
Common, outstanding shares, com­
pute 178
Common, treatment of “cumulative 
preferred dividends not earned” in 
calculating loss per share 147
Preferred, accounting for retirement 205 
Preferred, and income bonds, use of 
same balance sheet classification 312 
Preferred, earnings coverage, compute 179
Treasury 199
Treasury, transactions in by issuing 
company, treatment of 46
Treasury, treatment of gains on 147
Stock distributions
Stock split or stock dividend 147
Stock options
Compensation cost, schedule 209
Date to measure compensation 43
Measuring compensation from 210, 259
Stockholders
Rights 144
Rights, preemptive 145
Stockholders’ agreement 199
Stockholders’ meetings
Minutes, corporate actions to be ap­
proved by stockholders and re­
corded 244
Subchapter S corporation 101
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Supersonic meteor development corpo­
ration 49
Suretyship 305
Creditor’s rights against surety 141
Defense available against creditor 141
Defense by surety 256
Define “suretyship” relationship
34, 141, 256
Distinguish from guaranty of collec­
tion 302
Fraud as a defense against a good 
faith creditor 302
Fraudulently obtained release on 
surety, effect 304
Law
Profit earned by surety, disposition 303
Rights of surety 141
Subrogation 34, 256
Subrogation, right of surety 202
Tax accounting v. financial accounting 266
Tax allocation
Interperiod 259
Interperiod, deferred liability and net
of tax concepts 148
Interperiod, timing differences 148
Not appropriate 40
Tax loss carryforward
Benefit from recognized as an asset 313 
Deferred tax credits, treatment and
effect on statements 314
Determinant of net loss of loss period 323 
Tax returns
Corporation president’s family vaca­
tion listed as travel expense, CPA’s 
disclosure 186
Review of prior returns, general pur­
pose and specific information 73
Signature by CPA 186
Taxes, real and personal property,
treatment when accounting peri­
ods differ 147
Terra land development corporation 27
“Test deck” 31
Title
Adverse possession 143
Conditions of transfer 143
Transfer of property by finder 258
Trade acceptances 142
Trade notes receivable and interest re­
ceivable, adjusting journal entries 136
Trading on equity
Effect of change in income tax rate
on 312
Effect on earnings per share 312
Permissible circumstances for 312
Treasury stock
See Stock—Treasury 
Trusts
Inter vivos 254
Law 34
Net gain taxable to, from disposal 
of assets, prepare schedule 219
Per stirpes, calculation 254
Trustee, responsibility to serve 254
Tuttle specialties company 108
Uniform commercial code 84, 198
Article 2—Sales 301
Article 3—Commercial paper 141, 253
Article 9—Secured transactions 37, 141
Uniform partnership act 36, 141, 253 
Unit sales prices
Revised, compute 67
Unknown corporation 45
Ute corp. 81
Variation analysis, gross margin, use of 40
Vickey corporation 190
Warranty 198, 305
Breach of 145
Disclaimers 145
Express 84, 198
Implied 145
Of merchantability 84, 198
Privity requirement 84
Protection as against the seller 145
Warehouse receipt, define 255
Wills
Codicil after death of beneficiary, 
effect 254
Work-in-process costs, compute 16
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